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THE McKINSEY AWARD WINNERS 
FOR 1960 


The Editors of the California Management Review take pride and pleasure in 


announcing that the McKinsey Foundation Awards for the best articles published 
in Volume II of CMR have been won by: 


ERNEST DALE for his paper “Some Foundations of Organization Theory” 
which appeared in the fall issue (Volume II, Number 1) and 


EDWIN B. GEORGE for his article on “The Staggering Problems in Man- 
aging National Defense,” published in the summer issue (Volume II, Num- 


ber 4). 


Dr. Dale, whose award includes an honorarium of $1,000, is President of Ernest 
Dale Associates, economic and organization counsel, and a member of the faculty 
of the Graduate School of Business Administration at Cornell University. He is a 
director of several corporations and has, in the last ten years, participated in a 
number of corporate reorganizations. 


Edwin B. George, recipient of the $500 McKinsey Award, is Director of Eco- 
nomics for Dun & Bradstreet and Contributing Editor of Dun’s Review and Modern 
Industry. In addition to these posts, which he has held since 1936, he is Chairman 
of the Program Advisory Committee of the Office of Civil and Defense Mobilization 
and has served as consultant to numerous government agencies. 


Each of the Award articles was in its way controversial, designed to question 
time-honored practices in the field of management and present new, vital material 
upon which management can act in the conduct of its affairs. 


Dr. Dale in “Some Foundations of Organization Theory” challenged the tradition 
that accepted universal principles of management work equally well for all enter- 


prises and suggested instead a comparative approach based on actual, continuing 
study of successful businesses. 


Mr. George in “The Staggering Problems in Managing National Defense” pre- 
sented the grim facts of a military strategy and budgeting policy which must not 
only compensate for the missile gap but tackle the almost yet untouched problem 
of preserving enough of the civilian population and productive resources to rebuild 
in the event of massive, nuclear attack. His conclusions: “We can afford what we 
have to afford” and we must “maintain a sense of proportion.” 


The Editors think that 1960's Award articles deserve rereading by thoughtful 
subscribers. If your back copies are not at hand, reprints are available. 
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AN APPROACH TO 


CONTROL SYSTEMS 


D.G.MALCOLM «- A.J. ROWE 


Will the computer ever replace management men in making top 
business decisions? Hardly, but military experience with SAGE and 
SACCS proves that when the machines go to work on the line, changes 
must be made in the command structure. The first step is research 
which the machine, using simulation models, does to develop a set of 
management principles. To learn what happens next and what may 
happen in the very near future, read this article. 


Both of the authors of this paper, D. G. Malcolm and A. J. Rowe, are actively 
engaged in systems research for private industry. Mr. Malcolm is vice president 
of the Western Division of Operations Research Incorporated and Dr. Rowe is 
manager of Industrial Dynamics Research for the Hughes Aircraft Company. 
Initial research for this paper, which is an extension of material presented in 
their book Management Control Systems, was done while they were both at the 
System Development Corporation. 
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COMPUTER-BASED MANAGEMENT 
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Is an era of automated information 
technology, the ability to formulate de- 
cision criteria precisely and process in- 
formation electronically should prove 
valuable in the design of management 
control systems. One can look forward 
to organizational structures which 
more nearly conform to the communi- 
cation and informational requirements. 

In an attempt to explore the prob- 
lems facing management of large or- 
ganizations and persons responsible 
for the design of management controls, 
the authors have embarked on an in- 
tensive research program in this area. 
Started in April of 1959, the research 
has been primarily concerned with 
studying computer-based management 
control systems.’ By examining the flow 
of information and decision processes 
using computer simulation, insights 
into the behavior of these complex sys- 
tems appear possible. 


Nature of the Problem 


Examining the problems confronting 
designers of management control sys- 
tems, one is readily aware of the mag- 
nitude of the task. Although manage- 
ment and organizational specialists 
have been concerned with these same 
problems for many years, there still re- 
main a large number of questions to 
be answered. For example: 

* To what extent should top man- 
agement go in developing a phi 
losophy of “management by sys- 
tem?” 


® How can top management deter- 
mine the depth in the organization 
to which it should extend day-to- 
day personal influence? 

* How can management evaluate 
proposed computer-based, infor- 
mation-processing, decision-mak- 
ing systems? 

* How should management plan the 
development of an organization to 
achieve control? 


These in turn raise a number of 
questions for the researcher as follows: 


® What is a suitable method for de- 
termining the cost and effective- 
ness of management information 
or control systems? 

* How can appropriate systems be 
designed prior to their actual in- 
stallation? 

* By what method can various types 
of information be expressed in 
terms of a company’s over-all ob- 
jectives? 

* What is the best configuration of 
an integrated management con- 
trol system? 


Specialists have applied a wide va- 
riety of answers and approaches to 
these problems. Examples of tradi- 
tional methods include: organizational 
planning, scheduling of operations, in- 
ventory control, quality control, and 
cost control. 

It is significant to note that each of 
these is a component or single aspect 
of a business and the concept of an in- 
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tegrated total-system control remains 
practically unexploited. However, it is 
possible that concise, quantitative, and 
unequivocal answers to these questions 
may not be found for a long time. 


Defining Management Controls 


For the purpose of this paper, a man 
agement control system is described as 
a set of policies, procedures, and asso- 
ciated information processing designed 
to give direction to corporate activities 
in the following ways: 

* By clearly establishing goals; 

* By measuring progress in achiev- 

ing these goals; 

* By indicating the need for correc- 

tive action. 


To achieve an optimal set of man- 
agement controls, however, it is neces- 
sary to “design” a management system 
in much the same way that equipment 
itself is designed. As part of this de- 
sign process, it is a basic requirement 
that the system designer clearly under- 
stand the objectives of the business. 

In this regard the traditional state- 
ments of maximizing profit or return 
on investment are not sufficient guides. 
Modern business is conducted to serve 
many diverse objectives, making the 
problem of control more sophisticated 
than attempting to have each and ev- 
ery action directed toward such goals. 
Management, therefore, can be con- 
sidered as the custodians of the re 
sources of an organization with the 
mission to effort to 
achieve purposeful objectives and to 
assure survival of the business. 

As part of the control process, a com- 
munication network is used to link 
management with the resources of the 
business and to provide the informa- 
tion needed for feedback control. The 
information available to the manager, 


organize the 


is therefore used as the basis for con- 
trol and operating decisions. The core 
of the design problem, therefore, is in 
determining which operating decision 
rules can be reduced to a routine, com- 
puterized approach. 

The characteristics of information 
flow and decision rules provide the 
basic inputs for a study of management 
controls. It is obvious that the inter- 
linkage between decision points, as 
well as the density of information flow, 
has a direct effect on the nature of the 
organizational structure required for 
successful operation. Thus, the con- 
straints of the existing organization 
must be ignored, and the specifications 
for an effective organization to make 
required decisions should be based on 
the system design activity. 


Current Applications of Computers 

Although there is an ever-increas 
ing use of electronic data-processing 
equipment in the automating of exist- 
ing information systems, the need to 
integrate the over-all informational re- 
quirements and to redesign a given 
system is often overlooked. 

More generally, applications are 
made in one area of the business, such 
as finance or manufacturing, and little 
more than checks for compatibility are 
made with respect to the total system 
problem. 

This piecemeal approach is most fre- 
quently justified on the grounds that 
one must build gradually in develop- 
ing a total system. However, there is 
a growing recognition that this ap- 
proach leads to suboptimal results. 

In current applications, the use of 
electronic computers does not tap one- 
tenth of their ultimate potential. Al- 
though this condition is particularly 
true of industrial, as contrasted with 
military, applications, it is a situation 
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that will become a matter of increasing 
concern to those who use computers, 
especially as they realize the nature of 
this potential. The situation, conceiv- 
ably, could become worse before effec- 
tive long-range programs are designed 
and in use. 


Applications in Military Systems 


If one examines the Air Defense 
Command, it is readily apparent that 
the prototypes of highly automated in- 
formation systems are currently being 
established for management use. Ex- 
amples of such systems which operate 
with extremely short feedback time, 
often referred to as operating in real- 
time, can be seen in SAGE? (Semi-Au- 
tomatic Ground Environment) and 
SACCS (Strategic Air Command Con- 
trol System). Both of these systems 
are computer-based, command-control 
systems. 

In the course of the design and im- 
plementation of these Systems, a num- 
ber of changes were made in the Air 
Defense Command structure. The 
computer control system itself was 
used as the basis for organizational 
changes which led to the ce anliadbaakiens 
of many activities. 

A further development which was 
necessitated by the requirement for 
design and — mentation was the 
concept of a system manager. The 
ESSPO eteesis Support Systems 
Project Office), was given the mission 
of properly managing the joint efforts 
of system analysis, system design, com- 
puter manufacturing, computer pro- 
gramming and system training. 


Real-Time Control 


In military applications, the com- 
puter has been used as an integral, on- 
line controlling device. In this context, 
the terms, 


“real-time control,” “com- 


munication,” and “information system,” 
emerge as system design concepts. 

“Real-time” is used to mean that the 
desired information is transmitted into 
a centralized computer instantaneously 
and without conversion. The signifi- 
cance of “real-time” control lies in the 
fact that information is used as it is 
developed and that elements in the sys- 
tem are controlled by the processed in- 
formation immediately, not after the 
fact, or by making periodic forecasts 
of the expected future state of the 
system. 

To achieve “real-time” control, the 
computer processes information, com- 
pares it with predetermined decision 
criteria and issues instructions to men 
or machines, or both, for corrective or 
purposeful action. Further, the com- 
puter, by means of direct outputs, in- 
forms affected parties of this informa- 
tion as it is developed. This is “real- 
time management information.” 

By examining the best known exam- 
ples of systems of this type currently 
found in the military, one may find 
some guidance in design approaches 
that may be useful in evolving better 
on-line management control systems 
for industry. 


Military Systems 
The experience gained in the devel- 
opment of military command control 
systems can be summarized under the 
followi ing topics: 
* Use of the Systems Analysis Ap- 
proach, 


® Problem Formulation for Com- 
puter Programming, 

® Use of New Computer Applica- 
tions, and 


® Use of Formalized System Train- 
ing. 
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While the following are broad gen- 
eralizations, it would appear that the 
quickest route to effective develop- 
ment of a truly integrated management 
control system involves a proper point 
of view on the part of management in 
regard to the possible effects of infor- 
mation flow on the organization struc- 
ture. That is, the possibility of recen- 
tralizing and the eliminating of certain 
functions must be within the system 
designer's scope. 

Further, to perform a system analy- 
sis there must be proper organizational 
status for the design function and top 
management must plan for the neces- 
sary lead time to perform its activities. 
Finally, while it should be evident, it 
is worth emphasizing that top manage- 
ment participation and support is vital 
to obtain desired results. 


Systems Analysis Approach 


In reviewing the development of a 
system such as SAGE, one is impressed 
with the magnitude of the design proc- 
ess. The design of this system necessi- 
tated spelling out precise system re- 
quirements. This, in turn, provided the 
basis for more effectively meeting the 
needs of the air defense system. 

In contrast to the systems approach, 
the question that is often asked is 
“What can be done to improve or au- 
tomate existing practices?” In looking 
over the process of creating new man- 
agement control systems, it becomes 
obvious that this latter approach is of- 
ten the easiest to justify and, thus. has 
been the route traditionally followed. 

In essence, the design process is 
based on answering the question 
“What is the best system?” and is gen- 
erally called the systems analysis, or 
systems engineering, approach. Thus, 
one principle i in creating a new system 
involves a careful look at the require- 


ments of the system via the systems en- 

gineering approach. A brief de scrip- 

tion of the ste ps generally involved is 

as follows: 
1. Establish criteria for management 
information needs: (a) Establish 
the objectives or mission of the 
system. (b) Determine current in- 
formation, decision, display, and 
report practices, by use of graphi- 
cal flow analyses. 

2. Develop the preliminary design: 
(a) A preliminary statement of sys- 
tem requirements; Le., specific re- 
porting frequencies, types, and 
routings of reports, type of equip- 
ments, displays, etc., should be 
established. (b) Determine what 
can be automated using computer 
programming and what to leave 
as currently performed. We must 
remember here that technology is 
changing rapidly. Simon’ predicts 
that by 1984 it will be technically 
possible to automate any and all 
functions in an organization. (c) 
Balance current requirements 
with growth considerations. 

3. Evaluate the preliminary design: 
(a) Determine the cost of hard- 
ware and applicable costs. (b) 
Assess training implications and 
requirements. (c) Establish the 
nature of the improvements to be 
gained. 

4. Develop a revised model of the 
proposed system: (a) Use of sys- 
tems an: aly sis Or ane xpe rimental 
approach ‘involving simulation or 
gaming, to test the design. (b) Ob- 
tain the participation of the ulti- 
mate users. 


—_— 


5. Determine system specifications: 
(a) Evaluate alternative means of 
achieving the proposed design. 
(b) Consider the relationship to 
other system requirements. 





-_— -— — 
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6. Install, de-bug, modify, extend the 
system: (a) Provide for mainte- 
nance and updating. (b) Allow for 
flexibility in operating and modi- 
fying the system. 


Computer Problem Formulation 


In the application of computer- 
based systems, it has become evident 
that there is a need for precise formula- 
tion of the computer program. De- 
scriptive statements are not sufficient, 
rather quantitative or analytic formu- 
lation of problems is required. 

Furthermore, factors such as kind 
and size of memory, speed of computa- 
tion, manner of inde ‘xing, and rounding 
must all be taken into account in com- 
puter programming. Methods of filing 
information, data accumulation, and 
reporting requirements are also signifi- 
cant aspects of program design. 

It is often necessary to reformulate 
a problem to conform to the computer 
requirements; although this considera- 
tion is becoming less important with 
the availability of large-scale digital 
computers. 

At the outset of a given computer 
program, a decision must be made 
whether to have a flexible, general pur- 
pose program or one designed for the 
immediate specific use. Modular pro- 
ve which treats each section of 

1 program separately provides con- 
die rable flexibility at only a small cost 
in computation time and storage. 


Computer “Language” 


Probably the most difficult aspect of 
the problem is the actual coding or 
programming language. Not only is the 
coding a time-consuming and difficult 
process, but the system designer must 
convey the intent of his work to pro- 
grammers, thus 


compounding — the 
problem. 


Considerable effort is currently 
being expended in the development of 
computer languages which can be used 
more readily by system designers. This, 
in part, recognizes the fact that as 
much time is often spent in coding a 
problem as in the formulation. In this 
regard, then, considerable work re- 
mains to be done to develop computer 
languages which will simplify the 
operational instructions for the com- 
puter programming task. 


Use of New Computer Applications 
The capability of the computer to 
process information rapidly, store in- 
formation conveniently and provide 
accuracy has made significant inroads 
on long-standing problems. Some of 
these computer applications are: 
1. On-line control: As has been men- 
tioned previously, on-line, direct 
read-in and read-out, integrated 
computer operation has been 
used in military systems. The im- 
portance of this technical achieve- 
ment should not be underesti- 
mated. However, the feasibility of 
utilizing this on-line control fea- 
ture for industrial application re- 
quires research and analysis to 
determine the cost and effective- 
ness of a given application. 

2. Management -by-exception:* The 
data processing capability of high- 
speed computers, as used in the 
military, has made possible cen- 
tralized operations using large 
masses of data which have been 
carefully sorted by built-in  cri- 
teria. Only exceptions requiring 
attention are presented to decision 
makers by the computer. This fea- 
ture could be extended to provide 
centralized control in manage- 
ment systems. PERT (Navy 
Polaris program) is an example. 
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3. Interrogation, or fast-simulation 
possibilities: Using a computer- 
based system, the human monitor 
can, in a sense, ask “What would 
happen if I issued this command?” 
This interrogation feature, often 
called “fast-simulation” requires 
the building of analytic models 
which incorporate desired predic- 
tive capabilities. Appropriate 
computer for business 
situations may eventually provide 
the potentiality of on-line man- 
agement control systems. 


models 


Use of Formalized System Training 

In the course of developing major 
new military it has been 
found that provision for training 
people in the on-going operations of 
the new systems is needed. The train- 
ing in a system such as SAGE involves 
elaborate simulations of a predicted 
attack environment. This represents a 
new concept to the management 
world. The justification for this elabo- 
rate training stems from the fact that 
there is no other way to adequately 
train the people to perform under an 
attack situation. 

However, a_ significant additional 
value in this approach should be 
pointed out. The proficiency of a sys- 
tem is determined by its operation as a 
whole, involving the communications 
and interrelations of many people and 
machines. 


systems, 


Therefore, the proficiency 
of individual acts must be judged by 
measures appropriate to the system 
context. 

It would hardly be desirable to em- 
phasize performance at one part of the 
system that would be detrimental to 
the total system performance. In short, 
each person should be trained to act 
in an optimal way from the total sys- 
tem point of view. 


Therefore, to adequately provide for 
proper performance in such broad sys- 
tems, a comprehensive means of train- 
ing using simulated exercises is re- 
quired. Furthermore, the need for this 
training is not dependent on whether 
the environment is real or hypothetical. 


Simulation Models Essential 


It appears that when radically new 
concepts in management control are 
installed, likely simulation 
models will be required. The installa- 
tion time, the acceptance, and there- 
fore even the ultimate efficiency attain- 
able by the control systems will be 
consider: ibly 
ately 


quite 


enhanced by 
de signed 


appropri- 
simulation exercises 
along with proper criteria for measur- 
ing performance in relation to the total 
system. 

Using a systematic design approach, 
as shown in the preceding discussion, 
it is possible to develop improved, 
total, computer-based management 
control systems. In view of the require- 
ments of current air defense systems, 
the need for computer-based systems 
was readily justified. However, indus- 
trial systems have not reached the 
point where objectives can be set forth 
in clear and unequivocal terms and 
thus it is difficult to evaluate a given 
system design. 

In short, the only feasible means for 
meeting the military requirements for 
rapid, high volume, and accurate data 
handling was the use of computer sys- 
tems. Given these requirements, one 
could systematically design a feasible 
system. On the other hand, the capa- 
bility of rigorous evaluation of a num- 
ber of alternative designs has generally 
been considered too costly. However, 
the acceptability of the milit: wy ap- 
proach for the business world will un- 
doubtedly be predicated on the ability 
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to evaluate control concepts prior to 
actually installing new systems. 

If the advantages of information re- 
centralization are to be achieved in 
practice, they must first be proved 
beneficial to the organization; and 
secondly, they must be both desired 
by and acce ptable to management. 

In practice, however, these two re- 
quirements are often in conflict. Al- 
though it is difficult to assess the value 
of a new system, it appears desirable 
to develop a design approach that is 
both evaluative and instructive. Such 
an approach can be instrumental in the 
realization of promised benefits of an 
integrated management information 
system. An approach which appears 
to be the most suitable, and perhaps 
the most effective in the long range, is 
the use of computer simulation. 


Computer Simulation 


As a problem-solving tool, computer 
simulation has been used for a number 
of years. It has enabled management 
to experiment with and test certain 
types of policies, procedures and or- 
ganizational changes in much the same 
way an engineer tests new designs. 
With the use of computers and the 
development of probability methods, 
computer simulation can also be ap- 
plied to complex operating plans or 
management controlling systems in ad- 
dition to d: ay-to-day operating prob 
lems. The method is similar to war 
gaming techniques used by the mili- 
tary and the paper and pencil tech- 
niques used by systems and procedure 
specialists. 

In a sense, simulation is a synthetic 
means used to imitate the behavior of 
a system for the purpose of studying 
the response to specific changes. 
Where the problem is entirely physical 
in nature, such as in testing aircraft, a 


physical model can be used. However, 
in studying management control sys- 
tems, which deal with the flow of in- 
formation and decision networks, an 
exact analogue of the problem may not 
be possible. 

An approximation, usually in the 
form of a mathematical or symbolic 
model, is used which describes the ele- 
ments and properties of the system 
under study. Thus, a model for a man- 
agement control system is a means for 
providing a formalized statement of 
system behavior, rather than a physical 
analogue of the system. 


A Design Tool 


Simulation has only recently been 
considered as a useful tool for the de- 
sign of management control systems.’ 
A similar approach has been taken in 
the research program conducted by the 
authors,” where computer simulation is 
used as a laboratory for examining sys- 
tem behavior. To conduct such experi- 
mentation, an analytic model of a total 
business system has been developed 
which explicitly characterizes the in- 
formation flow, decision rules and phy- 
sical processes of a business system. 

To the extent that this model des- 
cribes the behavior of the elements of 
the system in a realistic manner, the 
conclusions drawn should prove useful 
in the design of management controls 
as applied to large-scale, complex or- 
ganizations and their associated infor- 
mation processing. 

However, in view of the intricately 
complex nature of a total business sys- 
tem, intuition alone cannot be con- 
sidered sufficient to evaluate new con- 
cepts or designs. While on the other 
hand, extensive experimentation di- 
rectly in an actual plant to evaluate 
alternate designs poses almost insur- 
mountable problems. 
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Aside from the inevitable disrup- 
tions and possibly unrealistic results, 
valuable time would be lost in gather- 
ing performance data. In addition, 
costly mistakes might result if the 
consequences of actually carrying out 
a given experiment cannot be pre- 
dicted in advance, and there is no con- 
trol. These considerations, therefore, 
strongly support the use of computer 
simulation both as a research and de- 
sign vehicle. 


Experiments with Models 


Research in Management Controls 
implies experimentation; however, the 
manner of experimenting is dependent 
upon the results de sired. An explora- 
tory type of experimentation is possi- 
ble by simply changing parameters of 
the simulation model and observing 
the resultant system behavior. 

Thus, response 
characteristics of the system are ob- 
tained by examining the results shown 
in the computer output. Another man- 
ner of experimentation is to specify 
given system designs and subject these 
to many conditions and observe the 
effects. This latter method is princi- 
pally used to test the significant dif- 
ferences among alternative designs. 


insights into the 


“Policy Laboratory” 


Since the computer output provides 
a summarization of information reflect 
ing system behavior generated during 
simulation, it is possible to obtain a 
continuous time trace of the changes in 
system performance and the interde- 
pendencies among the elements of the 
system. It is this capability of being 
able to examine, in considerable detail, 
the changes which result from alter- 
nate system designs that has led to the 
term “policy laboratory” being applied 
to computer simulation. 


The Model and its Role 


To simulate management controls, 
then, it is necessary to have a model 
which provides a formal statement of 
the business system’s behavior. 
puter 


Com- 
simulation, however, is seldom 
an exact analogue of the operation of 
an actual system. Rather, simulation 
performed on a digital computer can 
only approximate continuous, simul- 
taneous activity. If the elements and 
properties of the system have been 
properly defined, then the parameters 
and variables can be readily controlled 
and measured. 

The model may be symbolic, mathe- 
matical, however, it 
should be constructed so as to include 
properties which are sufficient to de- 
fine the behavior of the system. 


or descriptive; 


Forcing Function 
The variables describe behavior for 
a given set of parameters. The forcing 
functions provide the external stimuli 
which cause the system to react—for 
example, orders which enter a system 
cause men to work, machines to run, 
and so on. In this way, orders become 
a forcing function for the system. 
Whatever particular form is used, a 
model provides the frame of reference 
within which the problem is con- 
sidered, 
model often indicates relation- 
ships which are not otherwise obvious. 
it should be noted that 
model need not duplicate actual con 
ditions to be useful. 


However, 


A model should 
be designed to predict actual behavior 
resulting from changes in the system 
design or application of new decision 
rules. Such prediction implies an un- 
derstanding of the manner in which 
the system reacts; that is, being able to 
specify the outputs for a given set of 
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inputs. This approach differs from the 
conventional concept of treating the 
system as a “black box.” 

Since a simulation model is merely 
a means for testing new ideas, the 
simpler the model, the more effective 
for research or design purposes. It is 
not necessary to incorporate all pos- 
sible aspects of system behavior in the 
model; rather, only those variables 
which contribute substantially to sys- 
tem response characteristics need be 
incorporated. 

To this end, a model can be con- 
sidered as an initial experiment to de- 
termine what factors are most signifi- 
cant in a business system. The model 
can be refined or expanded as experi- 
mental data describing the system 
performance and sensitivity to various 
factors become available. 


Developing a Business Model 

For the purpose of studying man- 
agement controls, modeling should be 
centered about the information, de- 
cision-making and control aspects of 
the business. The majority of simula- 
tions to date, however, have been con- 
cerned with the physical activities 
within a business, such as scheduling 
of products,’ control of inventory, 
movement of vehicles, and mainte- 
nance of aircraft, to name a few. 

On the other hand, since manage- 
ment control is concerned with the 
more intangible aspects of the busi- 
ness, modeling is a far more difficult 
problem.’ Reviewing some of these 
modeling considerations in detail in- 
dicates the task involved: 


Decision-Making Process 


If the decisions in an organization 
are associated with the physical points 
where they occur, then the decision- 
making process can be characterized 


by the decision rules and associated 
information. Interlinkages among the 
decision points represent the commun- 
ication channels. 

To simulate an organization with an 
appropriate degree ot reality, it is 
necessary to establish a suitable com- 
munication network. In addition, the 
many decision criteria and decision 
rules have to be stated analytically to 
be amenable to computer program- 
ming. 


Queuing Effects 

If a decision maker is viewed as a 
processor of information, the rate of 
arrival of information and the time 
taken to process decisions will result in 
an average delay or queuing effect. 
Analysis of such delays will provide 
one important measure of system ef- 
fectiveness. 

The speed of information transmis- 
sion, as well as the number of decision 
points, however, must be closely 
coupled with the capability of the 
system to respond to varying inputs. 
By assigning costs to alternate means 
of information transmittal, the cost of 
on-line controls can be assessed. 


Organizational Considerations 

Since delays in decisions are a func- 
tion of information flow and queuing, 
they have a direct effect on the or- 
ganization structure. For example, in- 
troducing alternate decision channels 
to permit more effective information 
flow might lead to radical changes in 
an organization. A simulation model 
could thus examine different forms of 
organization structure and evaluate 
the effect of changes on the system 
performance. 

Decentralization in an organization 
leads to the possibility of distortion in 
information due to the number of 
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levels through which the information 
must pass; whereas this effect may be 
avoided in a more centralized organi- 
zation. Therefore, the modeling must 
treat with this consideration in order 
to provide a suitable basis for studying 
management control systems. 


Uses of the Computer Model 


Up to this point, the discussion has 
been primarily concerned with the 
modeling process itself. Let us now 
turn to some of the specific problems 
which can be studied using such a 
simulation model. 


Principles of System Design 


An important consideration in man- 
agement control is the relationship of 
the total business system to the con- 
trol methodology employed. In a 
sense, management controls are em- 
bedded in the broader consideration 
of total system design. 

In view of the sparsity of knowledge 
in this area, computer simulation pro- 
vides a means for examining a multi- 
tude of alternate designs with the 
possibility of developing basic design 
principles. 


Testing System Objectives 


As has already been discussed, the 
formalizing of business objectives is 
probably one of the most difficult as- 
pects in establishing useful manage- 
ment controls. This aspect of the prob- 
lem is particularly important since 
there are a number of competing ob- 
jectives in any system which must be 
taken into account to avoid suboptimi- 
zation. 

Using a computer model, the possi- 
ble consequences of different combin- 
ations of objectives can be examined. 
It is evident that there may not be a 
set of universal objectives which ap- 


ply to all businesses; rather, actual 
objectives are generally dependent 
upon the willingness of managers to 
take action in the face of uncertainty 
and with inadequate information. 


Measuring System Performance 


During the course of running a com- 
puter model, a means for explicit 
measurement of system performance 
must be provided. In actual practice, 
methods of measurement have _ in- 
volved long delays from occurrence 
to reporting of events due to the lack 
of high-speed data-processing equip- 
ment. However, with the increased use 
of computers, processing and summa- 
rizing data will prove a less formidable 
task, and measures of system _per- 
formance can be based on actual oper- 
ations. 

Using fast simulation as discussed 
for the SAGE system, managers will 
have the option of periodically intro- 
ducing real-time control. In addition, 
using a simulation model new meas- 
ures of performance can be developed 
and tested. 


Design of Management Controls 


A number of design concepts that 
should be explored in the development 
of new management control systems 
are: 

® The use of information feedback 
loops, providing on-line control; 

® The use of variable control limits 
in place of arbitrary standards as 
the basis for corrective action; 

* Inclusion of formalized decision 
rules in the control system to (a) 
provide for optimization of the 
business system, (b) provide for 
improved response characteristics 
of the system; 

* Use of a sampled-data approach 
for providing information on sys- 
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tem performance. This is similar 
to the “exception principle.” 


Although these four items do not 
constitute an exhaustive list of all con- 
siderations, they do provide some idea 
of the complexity of designing man- 
agement control systems. 

All too often, management controls 
are treated as ends in themselves 
rather than as the means of improving 
total system performance. In the case 
of corporate budgeting, for example, 
funds may be spent unnecessarily to 
forestall budget cuts at a later date. 

Another illustration of the misuse of 
the control concept is traditional cost- 
ing practices that force the business 
to conform to arbitrary standards. As 


stated by Warren Alberts of United 
Airlines,” controls should be con- 
sidered as guides for obtaining im- 
proved performance and not as a 
means of restricting performance. 

If the design process, as discussed 
here, is at the system level, there is 
greater assurance that management 
controls will truly be integrated. The 
process of modeling and formalizing 
the structure of the business system 
should itself bring clarity to the inter- 
dependency of management control 
with planning, policies, objectives, 
and decision rules. As our understand- 
ing of the behavior of business systems 
improves, we should be in a position 
to develop effective design principles 
for management control systems. 
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Why does Great Britain have 
only 25 percent as many strikes 
as the United States? Possibly, 
this article suggests, because the 
government pursues a hands-off 
policy in regard to labor con- 
tracts, and restraint and respon- 
sibility characterize negotiations 
between unions and employers. 
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A vast number of strange and differ- 
ent way of doing the same things he 
has been doing all his business life face 
the American businessman when he 
considers placing productive facilities 
in a foreign country. Impatience with 
these can often lead either to the 
abandonment of a possibly profitable 
venture or to failure to do as well as 
anticipated. 

This paper will describe briefly one 
set of institutions in one country— 
labor relations in Great Britain. The 
experience of many United States firms 
long established there indicates that 
effective techniques of labor relations 
can be learned. On the other hand, 
some new firms have experienced un- 
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necessary difficulties in trying to trans- 
pose policies workable in the United 
States into an environment in which 
they are nearly incomprehensible. 

It is sometimes said that the United 
States and Britain are separated by the 
barrier of a common language. One 
might broaden this to describe the bar- 
rier as the common origin of many 
social, economic, and legal institutions, 
then narrow it for present purposes to 
a common origin of the institutions of 
trade unionism and collective bargain- 
ing. But from these common origins, 
paths have diverged so that present 
practices and philosophies differ con- 
siderably 


Philosophy of Public Policy 


The common beginnings of modern 
labor relations came around the turn 
of the 19th century when, in both 
countries, journeymen craftsmen 
grouped themselves for the purposes 
of obtaining better wages from the 
masters, their employers. In both coun- 
tries the law dealt with them harshly, 
treating their young unions as criminal 
conspiracies, 

The doctrine of conspiracy as ap- 
plied in both countries was derived 
from English common law. In Britain 
a statute was enacted in 1799 with the 
same restrictive purpose; in the United 
States, no federal statutes dealing gen- 
erally with labor relations appeared 
until more than a hundred years later. 

From the public policy point of 
view, the divergence began with a 
series of Acts of Parliament beginning 
in 1824 which were intended to re- 
move trade union and labor relations 
affairs from judicial intervention. The 
dominant British view had, by the 

early part of the twentieth century, be- 
come that expressed by Sir Winston 
Churchill in 1911:—“It is not good for 


trade unions that they should be 
brought in contact with the courts, and 
it is not good for the courts.” 

Indeed, if Sir Winston had said that 
it was neither good for employers nor 
the courts that they be brought into 
contact with each other, so far as labor 
relations affairs are concerned, he 
would have expressed an equally well 
accepted British view. 


British Unions Can’‘t Be Sued 


The effect of the long series of stat- 
utes passed in Britain between 1824 
and 1913 was to remove combinations 
of workers from the burden of the 
law of criminal combination and of 
the tort of conspiracy, so that, for all 
practical purposes, nothing that could 
be done lawfully by an individual was 
either criminally or civilly actionable 
when done in concert. 

With few exceptions, of no general 
interest to employers, British unions 
cannot be sued. Not only is this true 
because of specific statutory enact- 
ment; it also results from the fact that 
the collective bargaining agreement 
has no status in law at all—it is nothing 
more nor less than a gentlemen’s agree- 
ment unrecognized by the courts. 

It follows, of course, that employers 
are not liable at law to observe the 
terms of collective agreements—they 
are simply under a moral obligation to 
offer terms not less favorable than 
those of the collective agreement to 
each of their employees. 

Furthermore, employers are, at law, 
completely free to hire, fire and place 
employees as they wish. They may law- 
fully discriminate against employees 
by reason of their union or political 
affiliation, or for any other reason they 
choose. It is only their conscience or 
pressure from organized employees 
that prevents them from doing so. 
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Collective Laissez-faire 


This approach of complete legal 
nonintervention in 
matters, or 


labor relations 
“collective laissez-faire” as 
it has been called,’ contrasts with the 
American approach. Over the century 
and a half during which the British 
used the statutory process to get labor 
relations away from the law, we first 
allowed the courts gradually to de- 
velop common law rights and obliga- 
tions, then to develop applications of 
statutory antitrust law to employee- 
employer reiations. 

In the last phase, beginning with the 
Norris-LaGuardia and Wagner Acts 
and carrying through the Taft-Hartley 
Act and its several amendments, we 
have carefully regulated most aspects 
of labor relations, cre: ating a maze of 
rights and duties of unions, employees, 
and employers enforceable in the 
courts. The collective agreement has 
become a contract, however different 
from others, which both parties must 
observe at risk of legal sanction. 

It would be wholly fruitless to at- 
tempt a comparative evaluation of 
these two approaches to the problems 
of labor relations. Each is embedded in 
a social and economic structure which 
it complements and expresses. But 
these structures and the legal systems 
which they produced have resulted in 
quite different contemporary ways of 
doing things. 


Structure of British Unions 


The British labor movement, having 
grown more rapidly in the earlier 
years and more consistently until rela- 
tively recently, developed and retained 
much more highly varied structural 
forms. Unlike the United States labor 
movement, it has been free of legal 
restraints and pressures, such as those 


of external determinations of bargain- 
ing units and the doctrine of exclusive 
representation which might have 
served to “rationalize” their structures, 

British unions range from small craft 
unions whose membership may be 
wholly within a small geographic area, 
to giant “general unions” composed 
largely of unskilled and semi-skilled 
workers (and some skilled workers) in 
almost every industry anywhere. Cer- 
tain of the national craft unions, such 
as the Amalgamated Engineering 
(Machinists) Union and the Electrical 
Trades Union have undergone struc- 
tural changes paralleling those of some 
United States craft unions, for ex- 
ample, the International Association of 
Machinists. Beginning many years ago 
as craft unions of journeymen, the 
machinists expanded their jurisdictions 
as the nature of their work changed. 
Now its membership includes many 
lesser skilled workers. 


Industrial Unions Slow to Emerge 


A major structural difference as com- 
pared with the United States is the 
relatively slow development of indus- 
trial unions. Of the fifteen largest 
British unions, including all unions 
with membership of over 100,000° only 
two, the National Union of Mine- 
workers and the Iron and Steel Union, 
are industrial in structure. Two of the 
four largest are the great 


unions,” 


“general 
the Transport and General 
Workers and the National Union of 
General and Municipal Workers. 

In the vast and sprawling engineer- 
ing (metal working) industry, thirty- 
one unions belong to the Confedera- 
tion of Shipbuilding and Engineering 
Unions which bargains with the Em- 
ployers Federation for the industry. Six 
additional unions are parties to the 
agreement setting up a disputes settle- 
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ment procedure. ‘Many of these unions 
have overlapping jurisdictions, and 
competing claims for recognition or 
work assignment are not susceptible to 
legal solutions as they may be in the 
United States. 

Work assignment disputes are not 
unusual in Great Britain, though des- 
pite the lack of legal sanction they re- 
sult in less lost time per worker than 
in the United States.’ A recent example 
was a stubborn strike of electricians at 
a glass factory provoked by the action 
of a crane driver in removing, contrary 
to the written instructions of his em- 
ployer, the inspection cover on an 
electric crane, the work of an elec- 
trician.” 

The employer must rely on the self- 
discipline of the labor movement to 
minimize these problems. While this 
may seem a weak resource, it is the 
only one, and, indeed as the strike 
statistics might suggest, a not alto- 
gether ineffective one. 


Structure of Bargaining 

While industrial unionism is_ rela- 
tively rare in Britain, collective bar- 
gaining is largely based on national 
agreements negotiated between feder- 
ations of employers and groups of 
unions in an industry or groups of 
closely related industries. The problem 
of union recognition, then, takes some- 
what different form than that in the 
United States. 

An “organized” employer is one who 
recognizes his obligation to abide by 
the terms of nationally negotiated 
agreements and to recognize the ap- 
plicability to him of disputes settle- 
ment procedures contained in them. 
Pressure may be brought on the un- 
organized employer by a particular 
union claiming membe rship among his 
employee s, vet when ne gotiation takes 


place, numerous unions may partici- 
pate in the national settlement. 

Recognition, then, confers no exclu- 
sive right to representation on the part 
of a single union. It generally means 
participation through the agency of an 
employer federation in national nego- 
tiations, the recognition of the right of 
representatives of unions to negotiate 
grievances and the application of 
national agreements to the particular 
situation. 

Under these circumstances, the 
majority or minority status of the 
union among the particular employees 
of a particular employer has much less 
meaning than in the United States, at 
least so far as recognition is concerned. 
And since union recognition means 
participation in an established na- 
tional machinery, the problem of 
which union to recognize is not, to the 
new employer, often a relevant one.’ 


TUC Against Closed Shops 


Because of the structure of British 
unionism, collective bargaining prac- 
tices in most industries do not lend 
themsleves well to the rigid applica- 
tion of the several kinds of union 
security agreements often found in 
United States industry. The official 
position of the Trades Union Con- 
gress, the AFL-CIO of the British 
labor movement, is in Opposition to 
the closed or union shop, defined as 
Americans would define them, but in 
favor of “100% organization.” By this 
is meant a situation in which all em- 
ployees of the relevant employer be- 
long to some union, though not neces- 
sarily to the same one. The employer 
may be called upon to help enforce 
100% unionism in the various unions 
involved. 

Occasional examples of United 
States style union shops do exist, how- 
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ever, and within what would be called 
in the United States a craft “bargain- 
ing unit” or occasionally when inter- 
union agreement assigns jurisdiction 
over an entire plant to one union, 
strong sentiment will exist that the 
workers should all belong to the 
“right” union. Thus, workers may 
“send to Coventry,” that is completely 
isolate, a nonunionist or adherent of 
the “wrong” union or such a situation 
may provoke a strike. 

Perhaps the most stubborn though 
infrequent problems arise with “break- 
away” unions, groups dissatisfied with 
the administration of the union with 
which they have been affiliated, and 
which break away to form new ones. 
If the original union was affiliated 
with TUC, the rebel group may find 
the whole force of the labor movement 
arrayed against it. The employer of 
members of the breakaway union may 
find himself greatly embarassed and 
with few means to help himself out of 
the dilemma. 


Settlement of Disputes 


Bargaining about basic minimum 
wages and certain conditions of work 
is typically carried on at the national 
level between the employers federa 
tion and the recognized unions in an 
industry. Aside from their nonenforce- 
ability at law, these basic agreements 
differ in major respects even from such 
national agreements as prevail in the 
United States. 

In the first place, they are typically 
a compendium of agreements ordi- 
narily reached at various times ex- 
tending over many years, each of 
which runs until one or the other party 
seeks to modify it. Included in this 
compendium will be the “procedure 
agreement” which defines the agreed 
method of disputes settlement. 


British industrial relations practice 
knows no sharp distinction between 
disputes over “rights” and those over 
“interests.” A dispute is to be settled 
by the agreed procedure, whether or 
not it is a question of application or 
interpretation of an existing agree- 
ment, or a problem of a proposed 
change in the system of agreements, 

A typical disputes settlement pro- 
cedure would provide that a question 
arising at shop level be dealt with first 
at that level between local manage- 
ment, the worker if an individual 
grievance, and shop stewards or works 
committeemen, assisted possibly by a 
union official and a representative of 
the employers federation. 


Both Sides Rely on Good Faith 


Failing agreement there, the dispute 
would be referred to a standing re- 
gional conference of employer and 
union representatives, on which the 
affected employer is represented only 
as a member of his federation. Failure 
there will result in referral to a stand- 
ing national conference similarly com- 
posed. The standing national body will 
of course have original jurisdiction 
over proposed changes in national 
wage or working conditions agree- 
ments. 

No strike or lockout clauses are or- 
dinarily operative until this procedure 
is exhausted. Agreement to refer 
future disputes to final and binding 
arbitration is rare. In any event, the 
procedure itself, the no-strike clause, 
and any possible agreement to refer to 
arbitration has no more legally binding 
force than the collective agreement 
incorporating them. They all depend 
upon the good faith and self-discipline 
of the parties involved. 

In addition to the agreed disputes 
settlement procedure national agree- 
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ments typically cover a rather limited 
group of substantive provisions deal- 
ing with wages and basic conditions 
of work—hours and overtime pre- 
miums, vacations and the like. Com- 
plex seniority rules, provisions gov- 
erning discipline, promotion, or com- 
plex fringe benefits rarely appear in 
British national agreements. 


Fringe Benefits Ignored 

There are a variety of reasons for 
the limited scope of national agree- 
ments. As to the sophisticated fringe 
benefit schemes which have become 
such a large part of United States 
practice, the attitude of British unions 
has traditionally been that the risks 
that they often anticipate are problems 
better dealt with by national social 
security legislation. This attitude is 
changing, but only slowly. Thus, 
British unions have not generally been 
interested in negotiating pension 
plans, supplemental unemployment 
benefits, sick pay schemes and the like. 

This does not mean that no such 
schemes exist. Many firms have de- 
veloped a wide variety of them. But 
they are almost never nationally ne- 
gotiated, and often have been the sub- 
ject of little or no negotiation at the 
plant or firm level. Typically they are 
instituted unilaterally by management, 
often with at best the assent of a union 
which played no part in the develop- 
ment of the plan. 

Other gaps in the scope of national 
agreements are filled in by a complex 
of local custom which assumes the 
force of agreement, or understanding 
incorporating the implied assent of the 
unions to a practice instituted uni- 
laterally by management, and_ of 
locally negotiated agreements on par- 
ticular matters. An agreement is made 
up of all these components. 


Unwritten Benefits Rely on Custom 


Many of these rules are unwritten, 
existing only in the memories of work- 
people, union representatives and local 
management. But few acts of manage- 
ment can create more difficulty than to 
change a traditional practice without 
prior consultation and agreement with 
shop stewards or local union officials. 

The scope of matters bargained 
about in Britain is probably narrower 
than that in the United States. For ex- 
ample, there are rarely well formu- 
lated rules on discipline ‘and discharge. 
Such rules as exist about order of lay- 
off are quite imprecise and leave much 
wider latitude to management than 
their counterparts in the United States. 

They may provide simply for con- 
sultation with shop stewards in the 
establishment of a layoff list based on 
the criteria of relative efficiency, 
seniority and the financial situation of 
the workers. An almost universal corol- 
lary of the last is that married women 
go first. Again, within the limits of 
craft jurisdiction and union member- 
ship, managements are relatively more 
free in Britain to transfer or promote 
without the prescription of collectively 
bargained rules. 


Relations at the Plant Level 


These freedoms from collectively 
bargained restraints are not, from a 
managerial point of view, entirely 
positive aspects of the British indus- 
trial relations picture. The fact that 
British unions have _ traditionally 
sought rather limited goals from col- 
lective bargaining does not imply that 
British workers do not seek much the 
same goals from their work. And when 
the attainment of these goals is frus- 
trated by unilateral managerial action, 
management will likely hear from its 
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employees in one (or several) of the 
many British accents the words which 
must haunt the bad dreams of many a 
personnel manager. “We're not having 
that.” And often they don't. 

The institution of national bargain- 
ing grew in Britain partly out of the 
egalitarian ideals of the British labor 
movement, seeking the establishment 
of a “common rule” throughout an in- 
dustry or craft. Most British employers 
are as firmly attached to the principle 
of national b: wgaining as are trade 
unionists, though occ casional cases of 
firms which insist on bargaining sepa- 
rately do exist—some or most of them 
being large and important enterprises. 


British Unions Less Ruthless 


The nature of national bargaining 
is such that its scope must be limited; 
detailed rules other than basic wages 
and hours often must be designed for 
the particular plant. Furthermore, in 
a period of sustained prosperity and 
tight labor markets, nationally bar- 
gained minimums have often become 
increasingly unreal. British unions 
have been much less ruthless than 
American and have pitched their 
national goals far lower than the gen- 
eral economic circumstances of an in- 
dustry might perhi aps permit, allowing 
the survival of m: ny 
prises. 


‘marginal’ enter- 


Employees and their shop stewards 
in the prosperous firms are fully aware 
of the bargaining position that pros- 
perity and a tight labor market create. 
Indeed even in the absence of local 


union pressure, employers often volun- 


tarily pay substantially more than the 
bargaine od rates. I was told by a prom- 
inent employer in one small industry 
that what looked like an exceedingly 
large union wage demand would, if 
granted, have affected directly only 


about three percent of the workers in 
the industry throughout England. 
The gaps left by national bar gaining 
and the opportunities created by pros- 
perity have greatly stimulated action 
at the plant le vel. 
rather naturally, 


Leadership has, 
been assumed by 
shop stewards of the several unions 
which may exist side by side in a 
plant. Shop stewards organizations ex- 
tending beyond the bounds of single 
plant or union have appeared. 


Communists Exploit Some Stewards 


Communism is still a significant in- 
fluence in portions of the British labor 
movement, and some British observers 
have attributed much of the ferment 
at the plant level to Communist agita- 
tion. It is true that the Communist-led 
unions, such as the Electrical Trade 
Union are virtually alone in giving 
unstinted support to their stewards, to 
demands formulated at plant level and 
to action of any kind to achieve them. 

Much of the labor movement and its 
official hierarchy is extremely wary of 
the assumption of re sponsibility or 
power by stewards acting outside the 
scope of national agreements. They are 
quite adamant in opposition to the un- 
official shop stewards organizations 
which, in their view, usurp the func- 
tions of union officials and the several 
official associations of unions formed 
for bargaining within an industry. 

Some few unions have been able to 
control and guide this natural pressure 
from below. Another few, the Com- 
munist-led have actively promoted it. 
But many have been unable to forsake 
their attachment to limited national 
bargaining, legislative and_ socialist 
goals, even in the face of membership 
pressure to make the best of what, at 
the moment for many of them, is a 


relatively attractive capitalist world. 
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Workers in prosperous firms see no 
reason for this restraint. Communists, 
where they exist, have been able, para- 
doxically, to capitalize on the failure 
of traditional unionsm to cope with 
capitalist prosperity. But the ferment 
would exist without them. 

A big problem, then, of current 
British labor relations is the develop- 
ment of autonomous local action un- 
controlled by official union leadership, 
and still apparently uncontrollable 
though TUC has recently in conven- 
tion advocated action. And _ British 
management is divided about whether 
to attempt to come to terms with plant 
level organization or to stick to older 
institutions. 

Neither unions nor management are 
likely to be able to deal with the prob- 
lem merely by the exercise of sanc- 
tions. Unions can only expel members, 
or disqualify ste wards or others from 
holding union office. Such devices are 
effective only when the offense giving 
rise to the discipline is recognized by 
much of the membership as contrary 
to the interest of the union and 
members. But there are, as we have 
said, real reasons for the unrest at 
plant level. 

Management has little in the way of 
legal sanctions. There is nothing un- 
lawful about a strike over trade mat- 
ters. Unions cannot be called legally 
to account for them, despite any no- 
strike agreements. The typical con- 
tract between an employer and his in 
dividual employees contains, implic- 
itly or explicitly, a requirement to give 
notice, usually ranging around a week 
for manual workers, before termina- 
tion. 

Technically, a striker who has not 
given due notice before he ceases 
work is in breach of his contract and 
may be sued. But it is the individual 


employee who is liable, and few 
British employers have considered it 
wise to sue their employees. The only 
significant exception is the National 
Coal Board, operating the nationalized 
coal mines, which has at times sued 
wildcat strikers. Where the strike has 
the support of substantial numbers of 
workpeople, more long run damage is 
done by suits than can be gained. 

Employers are, of course, quite free 
legally to dismiss employees who 
strike or lead strikes or disrupt the life 
of the plant. Indeed, giving the proper 
notice, they may dismiss empolyees for 
any or no reason. But British workers 
are extremely sensitive to what may 
be regarded as “victimization.” 

According to a recent TUC study,” 
dismissals were nearly as important as 
money issues as the precipitating 
causes of wildcat strikes. 


75%Less Strikes Than U. S. 


Despite the greater legal and con- 
tractual right of British employers to 
dismiss, one gets the sense that they 
are much more reluctant to exercise 
this right than are American em- 
ployers who typically operate under 
greater formal constraints. One reason 
is, no doubt, the fear of adverse em- 
ployee reaction, not necessarily limited 
to an outright strike. 

Emphasis on these problems should 
not obscure the fact that the British 
record for industrial peace is far better 
than that of the United States—Britain 
loses a much smaller proportion of 
available man hours of work through 
strikes than does the United States— 
around twenty or twenty-five percent 
as much.” 

But the circumstances in which 
strikes do occur, and the issues giving 
rise to them differ significantly from 
those in the United States. Most strikes 
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are shorter, less predictable and in- 
volve fewer employees. The British 
employer cannot sign an agreement for 
a definite term and be reasonably as- 
sured of strike-free operation until its 
expiration. 


White Collar Workers Unionized 


The philosophy of “collective lais 
sez-faire” in Britain implies as a corol- 
lary that there will be no intervention 
in matters concerning organization of 
employees whatever their industrial 
status. It is, therefore, perfectly per- 
missible not only for white collar 
workers but for technical scientific and 
supervisory workers to join unions and 
bargain collectively. 

The proportion of white collar work- 
ers in effective unions in Britain far ex- 
ceeds that in the United States, but 
much of the difference is accounted for 
by organizations of government em- 
ployees and of teachers, virtually all of 
whom are in strong unions. Among 
employees of the National Coal Board, 
supervisory employees, including mine 
managers and even higher levels of 
management bargain collectively. 

Save for the employees of coopera- 
tive wholesale and retail establish- 
ments, British unions have had only 
moderately better success in organiz- 
ing commercial and financial employ- 
ees than have American unions. A 
good many “staff associations” or com- 
pany unions have been fostered by 
banks and other financial institutions. 
As for white collar, technical and su- 
pervisory workers in industry, rather 
extensive recognition and bargaining 
exists. 

In the engineering industry, for ex- 
ample, national agreements exist for 
clerical workers to which three unions 
and the employers federation are 
party. Limited recognition is given to 


the Association of Supervisory Staff 
Executives and Technicians for super- 
visory workers, to the Association of 
Scientific Workers for nonsupervisory 
technicians and to a draughtsmen’s 
union. 

In the British industrial culture, un- 
ion membership and the demand to 
bargain collectively among such work- 
ers does not have quite the same con- 
notation of “disloyalty” which so many 
United States employers attribute to 
it. The employer who openly opposes 
organization of these types of employ- 
ees would find little public support for 
his position. The relatively modest ex- 
tent of organization is probably due 
more to the disinterest of the employ- 
ees, particularly in a period of short- 
ages of qualified personnel, and _ to 
distaste for the political aims of the la- 
bor movement” than to any generally 
felt sense that unionism for them is in- 
appropriate. 


Joint Consultation 

Two aspects of British industrial re- 
lations practice peripheral to labor re- 
lations and collective bargaining de- 
serve at least some mention in this de- 
scription. The first is the practice of 
“joint consultation.” The ideological 
antecedents of joint consultation are 
varied, ranging from syndicalism to 
Catholic social thought. Several of 
these philosophical streams converge 
in the notion of achieving industrial 
democracy through some element of 
worker participation in management. 

In Britain, the recommendations of 
the Whitley Commission after the first 
World War and the development of 
various forms of joint production com- 
mittees during the second served to 
keep the idea alive. In the nationalized 
industries statutory provision is made 
for joint consultation. The idea still 
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prevails widely in Britain, particularly 
among professional personnel manag- 
ers and some segments of the labor 
movement." 

Joint consultation must, in the Brit- 
ish view, be carried on side by side 
with collective bargaining; under no 
circumstances can it serve as an alter- 
native. The subject matter of joint con- 
sultation is conceived to be that which 
is not ordinarily dealt with in collec- 
tive bargaining. 

It may include such matters as 
health and safety, productivity, plan- 
ning for technological change, can- 
teens or other welfare activities of the 
firm—in general, matters other than 
wages and conditions of work. It is 
carried on through committees on 
which workers are represented by 
elected members, often union func- 
tionaries, and almost invariably union 
membership is a requisite to service. 

Assessments of the value and suc- 
cess of joint consultation vary. To 
many managements its most useful as- 
pect is as a link in the chain of com- 
munication, rather than as a device to 
admit workers to any effective voice 
in management. Those managements 
which find it useful for the former pur- 
pose, of course, limit the authority of 
joint consultative committees rather 
strictly to the reception and discussion 
of managerial decisions already largely 
committed. ; 

This view conflicts with the trade 
union view sometimes held that its 
function is as a step toward co-man 
agement. These conflicts in concept, 
and the almost inevitable tendency 
either to use the joint consultative ma- 
chinery as a second bargaining device, 
or to transfer all really significant mat- 
ters away from it to the established 
bargaining machinery, account in large 
part for the decline in importance of 


joint consultation at least since 1950. 
It still remains, however, as an insti- 
tution to which much verbal impor- 
tance is attached and for which a great 
many firms have established machin- 
ery to insure its maintenance. 


Wages Councils 


The second institution is quite lim- 
ited in scope and deserves only the 
briefest mention here. It is the Wages 
Council, which has a statutory base in 
Acts in Parliament. The function of a 
Wages Council is to establish mini- 
mum wages in an industry in which 
normal negotiating (bargaining) ma- 
chinery is inadequate or does not exist 
and which is considered to require 
wage regulation. Britain has no statute 
setting a national minimum wage. 

Wages Councils are established by 
order of the Minister of Labour, and 
are tripartite in character, including 
representatives nominated by em- 
ployer and worker organizations. They 
recommend minimum wages for the 
industry, and sometimes certain other 
money conditions of employment. 
These are occupational minima, rather 
than a single floor under all wage rates. 
These, by order of the Minister, be- 
come law. For the purpose of this de- 
scription, it is to be noted only that 
where collective bargaining has not 
developed, unions and employer rep- 
resentatives participate in the estab- 
lishment of legal minimum wages, if 
the Government decides that any legai 
minimum shall be established. 


Public Accepts Unions 


The price of the maintenance of 
governmental non-intervention in Brit- 
ain has been the development of re- 
sponsibility on both sides of industry. 
British industrial relations have had 
their periods of great turmoil, though 
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they have been less frequent and less 
tumultuous than those in the United 
States. But it is no longer fashionable, 
if it ever was in Britain, to deprecate 
the development of strong unions and 
the institutions of bargaining. 

There are, of course, criticisms of 
and vehement opposition to the official 
Socialist political goals of the labor 
movement, and great concern about 
Communist leadership in some unions. 
Though it must be noted that even the 
latter does not suggest to anyone of 
importance in Britain the de sirability 
of statutory control, nor, at least pub- 
licly, of discrimination in employment 
on grounds of Communist sympathy 
or membership. There is grumbling 
about some industrial practices of un- 
ions, and great discontent with the in- 
ability or unwillingness of the move- 
ment to maintain greater discipline in 
the plants. But the institutions of un- 
ionism and bargaining have massive 
public support. 


Restraint and Responsibility 

The temperate acceptance of trade 
unionism among British employers is 
perhaps brought home by the role usu- 
ally played by the personnel manager. 
A bit of the flavor m: iy be indicated by 
the fact that academic training of per- 
sonnel managers grew up first in De- 
partments of Social Science whose pri- 


mary function was to train professional 
social workers. 

Personnel management is becoming, 
in Britain, a highly developed profes- 
sion with growing insistence on the 
maintenance of professional standards 
and codes. Among these is the basic 
concept that a major function of the 
personnel department is primarily to 
serve as a mediating influence be- 
tween unions and executives. 

This is not, among leading person- 
nel people in Britain, a mere formal- 
ism; it is a doctrine which they carry 
into their jobs. The executive cannot 
expect from his personnel manager 
blind and rigid adherence to predeter- 
mined managerial policy. He will find 
an insistence upon the introduction of 
concepts of social equity into the mak- 
ing of business decisions. 

As this relatively new force gradu- 
ally replaces the idealistic paternalism 
of some of the leading firms of the 
nineteenth and early twentieth cen- 
turies, one hopes it may help contrib- 
ute to British management that contin- 
uing and even brvader degree of re 
straint and responsibility in the con- 
duct of labor relations which is neces- 
sary to the maintenance of the tradi- 
tion of voluntarism and governmental 
restraint which is virtually unique and 
which is one of the most admirable as- 
pects of British industrial society. 
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IS THE SUPPLY OF URBAN LAND 


JACK LESSINGER 


RUNNING OUT ? 


No cities made their own land, and, assisted by freeways and canny 
relocation of factories, draw nearby towns into the urban enclave. Here 
is how crowded, constricted San Francisco is doing it. Here, also, is 
a prescription to insure long run land supplies in many urban areas. 


Dr. Lessinger, author of this optimistic 
treatment of one of the favorite topics 
of the prophets of doom and gloom, 
has been associated with the Real Es- 
tate Research Program of the Bureau 
of Business and Economic Research at 
the University of California, Berkeley 
for the past five years and is a con- 
tributor to various publications in the 
fields of land economics and sociology. 


Unsan land shortages are likely to be 
self-imposed, more imaginary than 
real, or if real, unnecessary. The short- 
age problem would be indicated by 
unreasonable increases in prices for 
building sites due to the physical un- 
availability of suitable land. However, 
this article directs attention to the 
probable availability of large supplies 
of land in relation to short-run de- 
mands in most of the nation’s metro- 
politan areas. 

Also, it suggests that appropriate ac- 
tions in metropolitan public works, 
e.g., freeways, bridges, rapid transit, 





water, sewerage supplies and many 
other facilities should help to bring in 
needed future supplies. 

It must be stated at the outset that 
the opinions expressed here are those 
of the author only and do not neces- 
sarily reflect the views of the Real Es- 
tate Research Program or of the Uni- 
versity of California with which he is 
associated. 

The land shortage problem must be 
sharply differentiated from three other 
conditions. First, higher land prices 
may simply reflect general inflation in 
the prices of all goods. Second, land 
should increase in value as site-quali- 
ties improve commensurate with met- 
ropolitan growth. Third, prices may 
increase due to a “speculative com- 
plex.” 


Artificial Shortages 


The general public is led to believe 
that the urban land supply is neces- 
sarily fixed in amount, or necessarily 
increases too slowly, and that observe d 
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increases in land prices are explained 
by the small physical amount of land 
remaining. Partly as a result of this 
conception land supplies are held off 
the market in anticipation of further 
Increases. 

In paying ever higher prices, buyers 
tacitly agree with sellers. When urban- 
ites believe that the urban land supply 
is too small it becomes too small eco- 
nomically, even if it is physically large. 
Prices reflect what people think. What 
they think does not have to be true. 

Metropolitan areas throughout the 
United States differ widely in the de- 
gree to which they may be subject to 
urban land shortages. Table I indi- 
cates the population added per acre of 
land supply for metropolitan areas in 
the 13 Census Economic Regions of 
the United States. The greater the pop- 
ulation added per acre, the greater 
has been the presumed pressure of ur- 
ban population on the land. Unfortu- 
nately, relevant 1960 data are not yet 
available; only the 1940-50 period can 
be considered. 

It should be stressed that the Cen- 
sus permits only the grossest approxi- 
mation to the concept of urban land 
supply. First it is ne cessary to assume 
that the boundaries of standard metro- 
politan areas include sites with acces 
sibilities just high enough to be con- 
sidered for urban development. 

Further, 
cropland harvested within a standard 
metropolitan area represents the total 
metropolitan supply of vacant land 
suitable for urbanization. Putting the 
two assumptions together, remote land 
physically unsuitable for agriculture is 


it must be assumed that 


not counted in the urban land sup- 
ply; all suitable land is presumably 
counted. 

The two highest Regions are IX and 
XI (1.7 and 1.3 respectively) which in- 


clude metropolitan areas in New Mex- 
ico, Texas, Utah, Florida, and Louisi- 
ana. However, scarcities in these areas 
are apt to be spurious since classes of 
land other than cropland harvested 
tend to be available for urbanization. 
sometimes in vast quantities. 

Included in the urban potential are 
level, unirrigated, arid pasture lands 
and level or gently rolling pasture or 
woodlands in areas of moderate to 
high rainfall. In some cases, however, 
urbanization would require public in 
vestments for drainage or water sup- 
plies. 

When allowances are made for Re- 
gions IX and.XI, I and XIII show the 
greatest population pressures on the 
presumed land supplies. This is under- 
standable. Region | contains some of 
the largest and oldest metropolitan 
areas on the eastern seaboard such as 
New York, Philadelphia, and Wash- 
ington, D.C. 

Region XIII includes seven large 
rapidly growing standard metropoli- 
tan areas in California as well as Phoe- 
nix, Arizona. Apparently pressures of 
new population on the land in these 
two Regions are roughly comparable, 
and far exceed pressures in most other 
regions. 

Thus, Regions I, 111, 1V, V, VI, VIL, 
VIII, and X all showed population 
pressures of less than .6 new individ- 
uals per acre compared to the 1.1 of I 
and XIII. It should be recognized that 
wide variations exist within Regions. 
Also the crudeness of the data does not 
permit meaningful comparisons where 
differences are small. Neither do the 
data permit any 
whether the pressure in any one place 
is serious enough to constitute a land 
shortage problem. 


conclusion as to 


A definitive study of urban land sup- 
plies in the United States relative to 
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TABLE I 


PopuLaATION AppbEb, 1940-1950, Per Acre or 1949 HARVESTED CROPLAND IN 


S STANDARD METROPOLITAN AREAS OF ECONOMIC REGIONS 

f 

| | 1 2 (1 + 2) 

4 Regi 1940-1950 1949 Presumed Population 
eegnOn Population Change Harvested Cropland Pressures on the 

3, 


j (in thousands) in thousands) of acres Land Supply 7 


. I 3,524 3, 110 1.1 

I 268 1,406 0.2 
s II] 2,248 1,086 0.6 
T IV 213 1,008 0.2 

0 V 853 5,197 0.2 
r. VI 293 S60 0.3 
Vil 821 1,477 0.6 

VIII 835 1,306 0.6 
‘ IX 1, 467 868 1.7 
x 628 1,425 0.4 

- XI 203 162 1.3 
™ XII 582 658 0.9 
XII 3,151 2,945 1.1 
r- Source: U.S. Census, collated in Donald J. Bogue, Metropolitan Growth and the Conversion of Land to Nonagri- 
if } -ultural Uses. Appendix Tables II-III, pp. 28-33. Studies in Population Distribution Number 11. 1956. 

- fegion I: Allentown-Bethlehem-Easton, Pa.; Springfield, Ohio; Terre Haute, Ind.; 
iS Atlantic City, N.J.; Baltimore, Md.; Bos- Topeka, Kan.; Waterloo, Iowa. 
™ } ton-Lawrence-Lowell, Mass.; Bridgeport- Region VI: Denver, Colo.; Tulsa, Okla.; 
Stamford-Norwalk, Conn.; Brockton, Mass. ; Wichita, Kan. 
Fall River-New Bedford, Mass.; Harris- Region VII: Asheville, N.C.; Charleston, 
- burg, Pa.; Hartford-New Britain-Bristol, W.Va.; Chattanooga, Tenn.; Cincinnati, 
> ) Conn.; Laneaster, Pa.; New Haven-Water- Ohio; Huntington, W.Va.-Ashland, Ky.; 
li- bury, Conn.; New  York-Northeastern Knoxville, Tenn.; Lexington, Ky.; Louis- 

) N.J.: Norfolk-Portsmouth, Va.; Philadel- ville, Ky.; Nashville, Tenn.; Roanoke, Va.; 
- phia, Pa.; Providence, R.I ; Reading, Pa.; St. Louis, Mo.; Springfield, Mo. 
ot Springfield-Holvoke, Mass.; Trenton, N.J.; Yegion VIII: Atlanta, Ga.; Augusta, Ga.; 
- Washington, 1).C.; Wilmington,  Del.; Birmingham, Ala.; Charlotte, N.C.; Co- 
. Worcester, Mass.; York, Pa. lumbia, 8.C.; Columbus, Ga.; Durham, 
e, Region IT: Albany-Schenectady-Troy, N.Y.; N.C.; Greensboro-High Point, N.C.; Green- 
ze Altoona, Pa.; Binghampton, N.Y.; Buffalo, ville, S8.C.; Jackson, Miss.; Macon, Ga.; 
cr j N.Y.; Manchester, N.H.; Pittsfield, Mass.; Memphis, Tenn.; Montgomery, Ala.; Ra- 

Portland, Me.; Rochester, N.Y.; Seranton, leigh, N.C.; Riehmond, Va.; Winston- 
| Pa.; Syracuse, N.Y.; Utica-Rome, N.Y.; Salem, N.C. 

’ Wilkes-Barre-Hazelton, Pa. Region IX: Baton Rouge, La.; Beaumont- 
mn Region IIT: Akron, Ohio; Canton, Ohio; Port Arthur, Tex.; Charleston, 8.C.; Cor- 
1 Chicago, Hll.; Cleveland, Ohio, Detroit, pus Christi, Tex.; Galveston, Tex.; Hous- 
a- Mich.; Erie, Pa.; Flint, Mich.; Grand ton, Tex.; Jacksonville, Fla.; Miami, Fla.; 
5 | Rapids, Mich.; Jackson, Mich.; Johnstown, Mobile, Ala.; New Orleans, La.; Orlando, 
Pa.; Lansing, Mich.; Lorain-Elyria, Ohio; Fla.; San Antonio, Tex.; Savannah, Ga.; 
at ) Milwaukee, Wise.; Pittsburgh, Pa.; Racine, Tampa-St. Petersburg, Fla. 
1S. Wis.; Saginaw, Mich.; South Bend, Ind.; Region X: Austin, Tex.; Dallas, Tex.; Fort 

; Toledo, Ohio; Wheeling, W. Va.; Steuben- Worth, Tex.; Little Rock-North Little 
ot ville, Ohio; Youngstown, Ohio. Rock, Ark.; Lubbock, Tex.; Oklahoma City, 
re Region IV: Duluth, Minn.-Superior, Wisc.; Okla.; Shreveport, La.; Waco, Tex. 

* Madison, Wis.; Minneapolis-St. Paul, Minn. tegion XI: Albuquerque, N.M.; El Paso, 
tegion V: Cedar Rapids, Iowa; Columbus, Tex.; Salt Lake City, Utah. 
to } Ohio; Davenport, Iowa-Rock Island-Mo- Region XII: Portland, Ore.; Seattle, Wash.; 
2 line, Ill.; Dayton, Ohio; Des Moines, Iowa; Spokane, Wash.; Tacoma, Wash. 
Ce ) Evansville, Ind.; Fort Wayne,  Ind.; Region XIII: Fresno, Calif.; Los Angeles, 
nd Hamilton-Middletown, Ohio; Indianapo- Calif.; Phoenix, Ariz.; Sacramento, Calif.; 
i lis, Ind.; Kalamazoo, Mich.; Kansas City, San Bernardino, Calif.; San Diego, Calif.; 
Mo.; Lincoln, Neb.; Omaha, Neb.; Peoria, San Francisco-Oakland, Calif.; San Jose 
ip- Ill.; Rockford, Ill.; Sioux City, Iowa; Calif.; Stockton, Calif. 
to 
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demands ideally requires precise and 
sensitive measurements in every urban 
the refined kinds of 
data to provide needed measurements 


area. However, 


on urban land supplies are not avail- 
able. 

In view of this bottleneck, it will be 
necessary to derive an estimate by 
means of a sample. A careful study of 
some one metropolitan area having a 
high pressure of new population on 
the land supply could help delineate 
the land shortage problem for the bulk 
of the remaining areas. 

It was observed that Regions I and 
XIII showed the highest pressures of 
new population on the land supply. A 
further breakdown indicates that the 
nine-county San Francisco Bay Area 
bears an even greater presumed pres- 
sure of population on the land than 
the average for either Region. It is 1.7 
new individuals per acre as compared 
to the 1.1 average for the two highest 
regions. 

This high comparative pressure is 
readily understandable. First, the area 
is among the most rapidly growing in 
the nation. Population has increased 
by more than 50 per cent in the last 
1 much of the land 
surrounding the local centers is taken 


15 years. Second, 
up with unusable space. A large bay 
forms the center of the metropolitan 
circle. Numerous mountains and foot 
hills intersperse the remainder. The 
Pacific Ocean forms an impenetrable 
barrier on the west. 

However, while the San Francisco 
Bay Area represents a case of high 
pressure on the land supply it is by no 
means the highest. In Region XIII 
both San Diego and Los Angeles are 
higher. Several of the large metropoli- 
tan areas in other regions are higher 
too, especially in Region I, e.g., 


Baltimore, Boston-Lawrence, Lowell, 


Bridgeport -Stamford-Norwalk, New 
York—Northeastern New Jersey, Nor- 
folk-Portsmouth, Providence, and 
Washington, D.C. Yet, to some extent 
other areas may appear higher only as 
a result of the gross criteria used. 

In place of extended comparisons of 
all metropolitan areas, a detailed study 
of the San Francisco Bay Area will be 
made. 


40-Year Land Supply Left 


Close examination of the urban land 
supply of the San Francisco Bay Area 
leads to the conclusion that there is at 
least a 30- to 50-year supply of suit- 
able land for urban development in 
the San Francisco Bay Area. This con- 
clusion is based on the application of 
certain 1960 standards of urban suit- 
1960. 

It is necessary to compare the inven- 
tory of land with probable demands. 
Not all land can be included as usable. 
Certainly land with marked physical 


ability to the supply in 


detects such as swamps and moun- 
tains should be omitted. Except for 
land very close to urban centers, land 
with over 15 percent slope should be 
left out at this time, though in the fu- 
ture steeper land may be used. 

We should also leave out areas which 
are at present too far from metropoli- 
tan employment centers including for- 
mer independent nodes. Some approx- 
imations may be made from a special 
study by the author on San Francisco 
Area accessibilities which is. still in 
process. Finally, of course, land. al- 
ready urbanize d by 1960 must be omit- 
ted. To be on the conservative side, 
military reservations, regional parks, 
and other extensive urban uses can 
also be excluded. Some of these may 
later be converted to intensive uses. 

Based upon the above assumptions, 
it is estimated that a total of 478,900 
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acres are suitable and available for ur- 
ban use in the San Francisco metro- 
politan Bay Area at the start of 1960. 
This is extremely conservative, since 
the Department of Commerce esti- 
mates a total of 2,325,120 acres which 
may potentially come into use by 
2020." 

The difference between the two esti- 
mates results from three causes. Our 
estimates include land with slopes only 
up to 15 percent while the Department 
of Commerce includes land with 
slopes up to 30 percent. We omit land 
relatively distant from present em- 
ployment centers while they include 
all the land they define as suitable in 
San Francisco, Marin, Sonoma, Napa, 
Solano, Contra Costa, Alameda, Santa 
Clara, and San Mateo counties. Fi- 
nally, different measurement proce- 
dures are used in each case. 

What demands will probably be 
made on the 478,900 acres of suitable 
and available land? Two important 
considerations will influence probable 
demands: the number of people ex- 
pected to arrive in the area or be born 
there (net of departures and deaths) in 
the next 30 to 50 years, and the rate at 
which these “new people” convert non- 
urban land to the various uses. 


5 Million More Residents 


The Bureau of the Census has made 
four different population forecasts for 
the San Francisco Bay Area based on 
four sets of assumptions. As a result a 
range of 3,110,000 to 5,409,000 addi- 
tional residents has been forecast for 
the 30-year period 1960-90. A range of 
5,592,000 to 11,154,000 has been fore- 

cast for the 50-year period 1960-2010.’ 

The best basis to estimate the rate 
at which these new residents will use 
land is the experience here over the 
last 15 years. Earlier experience, or ex- 


perience in other areas, is not particu- 
larly relevant, and more than 15 post- 
war years are not yet available. 

In the San Francisco Bay Area as a 
whole there was a net estimated in- 
crease of 1,275,600 people over the 15- 
year period 1945-60.‘ During the same 
period we estimate that 80,335 acres 
were converted to residential, com- 
mercial, intensive industrial and inten- 
sive public sites and streets outside of 
the area already built up by 1945.° To 
this may be added a rough estimate 
of 6,000 acres for freeways built on 
land potentially urbanizable.’ 

On the average, one new acre was 
converted outside the 1945 built-up 
area for every 14.7 increase in popu- 
lation. Does this represent the amount 
of suitable and available land likely to 
be converted in the future, in relation 
to population increases? Three quali- 
fications must be taken into considera- 
tion. First, increases in extensive uses 
were not included. Second, conver- 
sions of land within the built-up area 
were not included. Third, there was a 
net loss of population from the central 
cities. 


Release of Government-Held Acres 

On the first score, it is likely that in- 
creases in extensive urban uses, e.g., 
in military installations, regional parks, 
quarries, ete., will probably occur on 
land not presently suitable and avail- 
able for urban purposes, i.e., on land 
of greater slope than 15 percent and 
relatively distant from present em- 
ployment centers. 

Military installations occupy large 
acreages of excellent land for urban 
development. These uses represent a 
hangover from the past rather than ra- 
tional current choice. Sooner or later 
a good part of this land may be re- 
leased. 
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This should largely compensate for 
increases in extensive uses which re- 
quire higher accessibility. However, a 
large part of the Open-space recrea- 
tional uses seek more rugged land any- 
way, with and without accessibility to 
the metropolis. This kind of land is 
available in great abundance in the 
San Francisco Bay Area. 

Other factors should be considered 
which influence the usefulness of the 
ratio 14.7 people per acre. Suppose one 
(old) area loses 10,000 people and an- 
other (new area) gains 10,001. This is 
a net gain of one person, if the two 
areas are combined. Suppose the com- 
bined areas convert 1,000 acres to 
urban use. 

Therefore, for the combined areas 
it takes 1,000 acres to accommodate 
one person (.001 person per acre). 
Apparently land is being recklessly 
squandered. Now, suppose we know 
that all the 1,000 acres converted are 
in the new area. Then the use of land 
is drastically different—almost 10 per- 
sons per acre. This is found by ignor- 
ing the losses in the old area, and con- 
sidering only the gains in the new. 

Notice that when you include the 
population losses in the old areas you 
decrease the number of people per 
acre. This was reflected in the ratio of 
14.7 persons per acre. Therefore this 
estimate tends to be on the low or con- 
servative side. However, some land 
may be converted within the 1945 
built-up area. The two effects tend to 
counterbalance each other. 


Still Room for All 


Thus, we may conclude that 14.7 
people per acre will fairly approximate 
the requirements of suitable and avail- 
able land for urbanization during the 
last 15 years. To be conservative, let 
us estimate the rate at which new land 


will be used in the future to be one 
acre for every net increase of 12 per- 
sons, rather than 14.7. 

If all the land suitable and available 
for urbanization were used at 12 per 
acre, a total of 5,746,800 new residents 
could be accommodated. 

But this is more than the maximum 
number of residents expected by 1990. 
It is also more than the minimum num- 
ber expected by 2010. Therefore, it is 
justifiable to state that the present 
stock of land which is available and 
reasonably suitable for urbanization 
should be sufficient for 30 to 50 vears. 

No one will dispute the statement 
that a 30- to 50-year supply of land for 
immediate use is a relative abundance. 
However, there must be assurance of 
eventual replenishment to this stock. 
Though it may raise other problems, 
this replenishment in supply is the key 
to the land shortage problem. 


Freeways 


Mere increases in land available for 
urbanization are of no use. It is an idle 
exercise to draw wider and wider rings 
around an urban center, each time in- 
cluding more area. The new land has 
to be good for urban purposes. This 
means it must be physically suitable 
and it must be reasonably close to em- 
ployment centers. Employment. cen- 
ters provide goods and services as well 
as jobs. 

These requirements can be met in 
two ways. Either the good land is 
“piped” to the job centers by means of 
a better transportation system or the 
job centers are put into the midst of 
the good land. As an urban area grows, 
ordinarily both things happen. Free- 
ways are built which as a system con- 
nect to sufficient jobs to make new 
areas interesting for suburban devel- 
opment. Jobs move out to new subur- 
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ban locations. As a result the bound- 
ary of settlement should gradually 
move out just like the expansion in the 
diameter of a tree trunk. 

This did not happen in the San 
Francisco Bay Area in the postwar pe- 
riod. Certainly new freeways were 
built, and new jobs moved to outlying 
centers, but the outposts of settlement 
did not change from 1950 to the pres- 
ent time. 

The first wave of urbanization end- 
ing in 1950 was scattered over a wide 
area. In effect, urbanites staked out 
the limits of a large land supply based 
on existing urban nodes and did not 
venture beyond it during the 1950-60 
period of heavy urbanization. There- 
fore, in an important sense, the amount 
of land believed to be in the supply 
was being used up. 

This using up of a fixed supply of 
land has probably been a psychologi- 

cal factor partly responsible for the ris- 
ing prices of new land in this metro- 
politan area. It is true that the land 
within the limits of urban develop- 
ment is being continuously upgraded 
in quality. Most sites become acces 
sible to more and more employment 
and other opportunities as new jobs 
and services are created within the 
limited area. 

Also, though to a smaller extent, the 
improvement effect of freeways may 
overcome increasing congestion, also 
making for better quality. Therefore, 
some of the price increases in land are 
justified. Further, as jobs and develop- 
ment move to the periphery, more and 
more land outside the margin of settle- 
ment ripens for possible urban uses. 

Yet it is common knowledge among 
buyers and sellers that a limited 
amount of land is currently considered 
suitable for urbanization and that it is 
being used up at a substantial rate. 


This situation may well be inflationary, 
though it “should not be” in view of 
the half-million acre land supply. 

The “fault” may lie in excessive scat- 
ter of the first wave rather than a lack 
of initiative in successive periods. A 
smaller area of settlement at first may 
have permitted step-by-step increases 
in the land supply, removing the psy- 
chological bugaboo of the fixed stock. 
However, we do not know if the large 
degree of scatter generated other im- 
portant economies. 


How to “Make” Land 


The study of the San Francisco Bay 
Area supports the conclusion that 
large supplies of vacant land suitable 
for urban uses in relation to demands 
should be currently available through- 
out the nation. Certainly this is the 
confusion for the San Francisco area 
itself. 

We have shown that this metropoli- 
tan area represents a national extreme 
(though not the national extreme) in 
pressures of population growth on 
available land supplies. 

Therefore, if a 30- to 50-year supply 
of land is available in the San Fran- 
cisco Bay Area, at least this supply 
should be available for the great bulk 
of other metropolitan areas in the na- 
tion. The study of the San Francisco 
area also supports the notion that ele- 
ments of a speculative complex may be 
partly responsible for symptoms _ of 
land shortage. 

This is not a purely psychological 
problem. Its solution rests on a realiza- 
tion that an integrated metropolitan 
authority can assure suitable future 
land supplies. 

Public improvements in freeways, 
highways, county roads, rapid transit, 
bridges, tunnels, sewers, water, drain- 
age, and regional parks are powerful 
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influences on land use if integrated un 
der one general command. 

The value of any location depends 
in large measure on how accessible it 
is toa gamut of metropolitan oppor- 
tunities. This accessibility is levered 
by decisions of metropolitan authori- 
ties in the timing, location, and inte- 
gration of public works. 

Every metropolitan area is one huge 
land market. The various parts of this 
market compete with each other to 
provide accessibility to a common 
fund of metropolit: in opportunities. 
By their decisions the metropolitan au- 
thorities can significantly control the 
conditions of competition among the 
various parts. 

For example, any new freeway en- 
courages one group of sites at the ex- 
pense of others. Unfortunately, this 
public power is still a sleeping giant. 
The public tends to act when it is 
prodded by local and piecemeal pres- 
sures for service. Too, in many areas 
the unification of metropolitan author- 
ities is completely lacking. 

Integration of general command can 
help immensely in the creation of ur 
ban land if it is needed. Wisely con- 
ceived, the general command's deci- 
sions can also prevent the problem of 
inefficient utilization of too large an 
area. New employment centers can be 
encouraged or discouraged by these 
means in places surrounded by large 
areas of good land. Alternative ly, good 
land may or may not be “piped” to old 
centers. The land created need not be 
inferior to land in the old supply. But 
this is a long story in itself. 


If the proper steps are taken the 
margin of settlement can shift as nec- 
essary to bring in additional usable 
urban land. Such shifts in the land 
supply are essential to relieving actual 
land shortages, and may or may not be 
required to deal with the speculative 
complex. 

In coping with both actual shortages 
and the speculative complex, readers 
should be guided in their thinking and 
decisions on land and metropolitan af- 
fairs by four propositions. 

1. There are good reasons to believe 
that me tropolitan areas in the 
United States tend to have large 
current stocks of land suitable for 
urbanization. These should ac- 
commodate any urban growth 

likely to develop over a reason- 

able length of time. 

2. The most important element in 
the land shortage picture is not 
the fixed stock of land, but rather 
how rapidly the stock is replen- 
ished as well as how serviceable 
the new land is for urban uses. 

3. Left to its own devices the market 
tends to increase the supply of 
land. However, these increases 

meanwhile tem- 
porary pressures on the land build 
up. 

1. A key strategy in the fight against 
temporary pressures tends to be 
neglected: 


come in spurts; 


timing and _ locating 
freeways, sewer systems, water 
and drainage systems under one 
ge neralship throughout the met- 
ropolitan land market so as to 


gain desired land use objectives. 
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Games designed for teaching can also be used as diagnostic devices to 
spot weaknesses in the organization chart and as potent research tools 
into the dynamics of group behavior. 


The complex CIT Management Game 
was played over most of the 1959-60 
academic year by six teams of gradu- 
ate students at our Graduate School of 
Industrial Administration. During that 
year we were able to collect data that 
bear both upon problems of education 
for management and on questions of 
social research. This paper reports our 
findings, first, on educational aspects 
of the game and second, on the impli- 
cations of our data for some current 
issues in organizational research. 

The CIT game differs from most 
business games because teams must 
deal with a larger number of variables, 
and because teams usually play it in- 
termittently at the rate of one decision 


a week over a long period. At each de- 
cision period, each team must file 
about one hundred decisions. These 
govern the operations of their firms for 
a one-month “period” of play. Many 
of the decisions are general manage- 
ment decisions, but some apply specifi- 
cally to production, marketing, and 
financial operations. 

In the administration of the game 
reported here, players were graduate 
students, required to play, but given 
no course credit or other extraneous 
reward for playing or winning. Two in- 
dustries, A and B, each consisting of 
three teams played the game, starting 
from identical positions. Teams AO 
and BO were given complete freedom 
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to develop their own structures. Teams 
Al and BI were given organization 
charts (Figure 1) and asked to appoint 
their members to the positions on the 


chart. Teams A2 and B2 were given 
the same charts with individuals al- 
ready appointed (by the faculty) to all 
the jobs thereon. 


FIGURE 1 
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CRGANIZATIONAL PATTERN IMPOSED ON TEAMS Al, Ad, B1, and G2. 


Each team was assigned a “board 
of directors,” made up of several 
faculty members. Teams reported to 
their boards periodically. Different 
boards defined their roles quite differ- 
ently, so that some were more demand- 
ing of elaborate rationales for team 
decisions than others, and some took a 
firmer hand in determining team 
policy than others. 


Data and Methods 


Before the game, we were able to 

collect data on: 

1. The “attractiveness” of the game 
to prospective players. These data 
took the form of rank assigned to 
the Management Game as volun- 
tary activity among these alterna- 
tives: Carnegie Management 
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Game, Written Cases, Oral Cross 

Course Cases, Field Observation 

in Industry, Seminar in Writing 

and Speaking, Study of Ethics and 

Values in Business, Free time for 

Reading and Research, Involve- 

ment in Organizing Faculty Re- 

search. 

2.The average intellectual capaci- 
ties of the team as measured by 
scores on the ATGSB (Admission 
Test for Graduate Study in Busi- 
ness).’ 

3. The “Personality Types” of indi- 
vidual players, as measured by 
scores on the Myers-Briggs ques- 
tionnaire.’ 

4. Players’ predictions about which 
members of their teams would be 
most influential. 

During the game, we were able to 

gather data on: 

1. The over-all performance of each 

firm in the game, measured by 

gross profit figures. 

2. Certain aspects of morale and at- 
titudes, measured by question- 
naire following each quarter of 
play (e.g., after every third deci- 
sion). Our morale measure was 
the sum of the answers to the fol- 
lowing nine questions, each scaled 
from 1 to 9: 

Evaluate the following: (1= 

worst possible; 9=best pos- 

sible) 

1. Your team’s current organiza- 
tional setup. 

2. Your team’s current leader- 
ship. 

3. The quality of team work in 
your team. 

4. The over-all quality of your 
team. 

5. The personal relationship 
now existing among team 
members. 


Evaluate the current direction 
of change in the following: (1 = 
deteriorating very fast; 9 = im- 
proving very fast) 
6. The morale of your team. 
7.The personal relationships 
among your team members. 
8. The quality of your team’s 
analysis of problems in the 
game. 
9. Your team’s status in the eyes 
of other teams. 
After the game we were able to 
gather data, by interview, on: 
1. The influence of individual play- 
ers on one another. 
2.The degree of dispersion of in- 
fluence within teams. 
3.The degrees of “consonance” 
(agreement among players about 
who was influential) in each team. 
These three measures require addi- 
tional explanation. The influence of 
individual members on one another 
was measured from responses, after 
the game, to the question “Who (on 
your team) influences ?” Into the 
blank went the names of all members 
of one’s team, one’s self included. 
The answers to this question were 
tabulated in matrix form to display 
first-order influence relationships (e.g., 
X influenced Y). Each team matrix was 
then squared, using techniques re- 
ported by Festinger (see bibliography) 
to discover second-order relationships 
as well (e.g., to show that if X influ- 
enced Y, and Y influenced Z, then X 
indirectly influenced Z, too). 





Influence Index 


An influence index was computed 
for each team member by adding to- 
gether (1) the total number of men 
whom he was reported to have in- 
fluenced directly and (2) the total num- 
ber of men whom he was reported to 
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have influenced indirectly through a 
second person. The first-order and 
influence totals 
weighted equally.’ 

The standard deviation of the dis- 
tribution of these indices for each 
team is the influence dispersion index. 
The greater the standard deviation, 
the greater were the differences in 
power among team members. 


second-order were 


TABLE 


Our measure of consonance was de- 
rived from the difference between a 
team member's (X’s) own perception 
of who influenced him, and the per- 
ceptions of all other team members 
about who influenced X. Consider, for 
example, the AQ1 row in the matrix 
for Firm AO shown in Table 1. The 
circles under A02 and A06 mean 
that AO1 says he was influenced by 


I 


EXAMPLE OF DERIVATION OF FIRM CONSONANCE INDEX 





DATA FROM FIRM AO 


BASED ON QUESTION 


"wHo (ON YOUR TEAM) INFLUENCES?" 


(CIRCLES, WHEN READ ACROSS ROWS, INDICATE RESPONSES TO: 


"WHO INFLUENCES yYou?") 


AO 1 x (2) 1 


ae) 
(s) 
P4 
QD 
G)e 6 


AO 
AO 3 3 1 

my 
AO 5 7 1 2 5 


AQ 6 1 7 7 1 


TOTAL FOR 


those players only. The numbers in the 
circles, 2 and 4, mean that two (of pos- 
sibly five) other team members agree 
that AOI is indeed influenced by A02, 
and four others agree that he is influ- 
enced by A06. 

Our index for each member is the 
ratio of agreeing votes to the total of 
(1) votes cast by other members, plus 
(2) the votes that could have been 
cast, but were not, in the circled areas. 
Thus for AOl our consonance index 
equals 6/(9+3+1). The 9 in the de- 
nominator is the row total; the 3 is for 


INOIVIOUAL INDICES 
6/(9.4) = .462 
(3) 10 6/(10+7) = 247 
8/(16+2) = .445 


13/(13+12) = .516 


' 


(2) 13 2/(13+3) = 2125 
x 5 0/(5+0) = .000 
FIRM ‘ 37/94 °394 


votes that could have been cast for 
A02 but were not; and the | is for a 
vote that could have been cast for 
A06, but was not. The firm index in 
this case is 37/94 or .394. 

This firm’s consonance index, then, 
measures the extent to which members 
perceived the influence structure in 
the same way at the end of the game. 

The over-all relationships among all 
of these pieces of data are summarized 
in Tables 2 and 3. Table 2 summarizes 
the data by firm; Table 3, by indi- 
vidual member. 
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TABLE III 
SUMMARY OF SEVERAL MEASURES BY INDIVIDUAL PLAYERS 
(Ranks of Individuals Within Firms) 


Firm Player Aer vor = i .TGSE Pe al 
A 0 A l 6 ie 1 I 
B 1.5 3 l l 2.9 
C 1.5 Z ] 3 } 
D 3 l l or 22 5 5 
I 2 5 5 2 z.0 
F 6 } 13 6 6 
Al \ 2 2 7-15 } 1.5 
B 1.5 3 14 l Pig 
& 3 1 () 2 3 
D l 4 l 9) } 
E 6 6 X X 5.5 
] 1.5 5 3 } 85 
- a \ 2 Z l 3 2 
B l ] l 5 l 
C 5 3 ] 6 3 
DD 4) 6 1-5 } { 
EF; 3 5 6 2 5.5 
I 5 | 7 l 5.5 
BO No Data 
B3 A 3 4.5 5 5 l 
B | 3 10 l 2 
( 1 £5 15 3 ; 
D 6.5 6 5 } } 
1D 2 1.5 5 2 5 
Ik 5 1: 15 7 6 
G 6.5 7 5 6 t 
Saye A l ] l 6 5 
B 2.0 5 13 { 1.5 
C 2.9 2 7 5 tL. 
1) 5 3 10 ] 6 
EK 6 | l 2 1.5 
F } 6 5) 3 1.5 


* Not a rank score; see text for explanation. 
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Educational Effects of Game 
During these first plays of the 

Carnegie game, we looked for answers 

to several questions that we and others 

have raised about the role of our 

game—and games in general—as a 

setting for teaching managerial skills. 

These were the questions: 

1. Will a complex game encourage 
teams to adopt the hierarchical 
patterns of organization which are 
so familiar in industry? Working 
with simpler games, we had had 
difficulty getting students—or 
even executives—to differentiate 
clear leader-follower roles in their 
groups. 

2. Who plays the game well? Can 
the most influential team mem- 
bers be identified, a priori, by 
their intelligence or by other traits 
of personality? For the team that 
makes the most profit, is sheer 
analytic skill more characteristic 
than other managerial qualities? 

3. Does the high morale and high 
involvement reported by the early 
users of management games carry 
over in the extended play of a 
more complex Student 
teams in this study made moves at 
roughly weekly intervals over a 
six month period, as an addition 
to an already heavy course load. 
Deadlines for decisions were im- 
posed; but scheduled times to 
meet and make decisions were not 
provided. 


game? 


Patterns of Organization 


In designing the Carnegie game, 
we put a high value on giving players 
realistic experience in the functioning 
of hierarchical organizations. Nor- 
mally, among graduate students or 
among 


executives-on-campus, there 


are strong egalitarian norms. Men are 
reluctant to assume either superior or 
subordinate roles on a continuing 
basis, especially in situations where 
their acceptance of these roles be- 
comes a matter of record 
faculty and peers. 

Our efforts to encourage hierarchi- 
cal organization with the Carnegie 
game included a variety of steps: 

1. The very sizes and complexity of 
the game was intended to make it 
difficult for a team to operate as 
a “committee of the whole,” with 
each member equally expert 
about each of the major fields of 
activity. 

. Large teams—initially with eight 
or nine members—were set up in 
hopes that the frustrations of ar- 
ranging and conducting meetings 
would build pressures to differen- 
tiate roles and to break the or- 
ganization into functional sub- 
groups. 

3. Each team was supervised by a 
faculty board of directors. In deal- 
ing with the teams, the directors 
tended to channel communica- 
tions through the president (or 
through a few top officers). The 
president was expected to present 
most reports and recommenda- 
tions, and he was held responsible 
for the whole team’s operations. 

4. Hierarchical organizations were 
imposed by the boards of direc- 
tors on four of the six teams at 
the start of the game. Two teams 
(AO and BO) were given com- 
plete freedom to organize as they 
pleased. Two teams (Al and B1) 
were asked to appoint men to fill 
the jobs in the organization chart 
shown in Figure 1. The final two 
teams (A2 and B2) were set up in 
accordance with the 


among 


bo 


chart in 
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Figure 1, and the board an- 
nounced whom it wanted to fill 
each of the positions. | 

What happened? We were success- 
ful in getting a substantial degree of 
hierarchical organization in two teams, 
Al and B1 (See Table 2). The influence 
dispersion index (Table 2) at the end 
of the game was 4.2 for Al and 5.1 for 
Bl. There was a moderate amount of 
influence spread in AO and very little 
in A2 and B2. 

By the time students had played the 
game for twelve decision periods, the 
complexity of the task had decreased 
considerably. Many decisions had be- 
come more or less routine. Profits, even 
for the weakest team, were quite high; 
consequently there was not much pres- 
sure for strong leadership or radical 
change. The teams had shrunk in size 
to six or seven members because some 
men were excused at the beginning of 
the spring semester. To a large extent, 
interest in rotating job assignments 
among team members had operated 
against the long-term stability of or- 
ganizational hierarchies. 

The way in which the boards of 
directors approached their jobs may 
help to explain why Al and BI did 
develop hierarchies. At the start of the 
game the directors of both Al and B] 
clearly saw their role as an active 
one—to call student attention to vari- 
ous problems, to goad them on per- 
formance, to evaluate and _ criticize 
what they had done, and to offer posi- 
tive suggestions and advice on what 
the group might do. The directors of 
BO and B2 also saw their role as an 
active one—but not as completely so 
as the directors of Al and B1. The di- 
rectors of AO and A2, in contrast, de 
fined for themselves a much more 
passive role—primarily to answer 
questions, to listen, and to observe. 


The initial conditions of organiza- 
tion may also have had some effect. Al 
and Bl, the only two teams which 
showed the most differentiation in the 
influence of team members, were the 
two which had been required to use a 
particular organization pattern; but 
were also free to decide for themselves 
who would take each job.’ 

In summary, it was more difficult 
than we had expected to simulate the 
experience of life in a hierarchical or- 
ganization for the teams. The game 
program has since been adjusted to 
sustain the level of complexity of the 
team’s job through a long period of 
play, and further changes are being 
incorporated into a new game which 
is currently under development. 

Much of the success in promoting 
hierarchical organization seems to de- 
pend on the arrangements under 
which the game is played and the atti- 
tudes which the boards of directors 
take. In the future, teams may also 
respond to the information that last 
year two hierarchically organized 
teams were the most profitable and 
had the highest end-of-game morale. 


The Compleat Gamester 


The Carnegie game is intended as a 
general management game which will 
be appropriate for educating men who 
aspire eventually to managerial, rather 
than specialist staff positions. The dif- 
ference between it and simpler general 
management games is one of depth of 
simulation rather than one of basic 
purpose. Nonetheless, it may be that 
the added complexity of our game and 
the possibilities for attacking some 
problems in it by relatively sophisti- 
cated analytical techniques makes it 
more amenable to mastery by the in- 
telligent analyst than by the good 
manager. 
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The issue involved is an important 
one. If high intelligence and related 
analytic skills are sufficient for success 
in the game, the game is probably not 
a good simulation of real managerial 
situations. 

Using data about players which we 
already had in hand, we have explored 
the relationship of intelligence and 
four personality traits to success in the 
game—success as measured by the in- 
dividual influence of team members 
and by the team’s relative profit 
records. 

As a measure of intelligence, we 
used the Admission Test for Graduate 
Study in Business (ATGSB), a general 
test of quantitative and verbal apti- 
tude developed and administered by 
the Educational Testing Service and 
very similar in form to the aptitude 
sections of the Graduate Record Ex- 
amination or the College Board exam- 
inations. Despite its name, the ATGSB 
is not a test of knowledge of business 
and related areas.’ 

Within the teams, there is no rela- 
tionship between total scores on the 
ATGSB or between the verbal or 
quantitative subscores and the amount 
of inluence which members had at the 
end of the game. Neither is there any 
relation between ATGSB score aver- 
ages for a team and the amount of 
profits it earned over the course of the 
game. 

Since there is a significant correla- 
tion in most business schools between 
ATGSB scores and course grades— 
(usually between .4 and .6, but occa- 
sionally as high as .7)—the game ap- 
pears to do better than courses in 
calling forth non-intellective skills. 

We do not yet know what the non- 
intellective correlates of personal in- 
fluence or team profitability are. We 
tried to relate scores on one person- 


ality instrument, the Myers-Briggs 
questionnaire, to influence and _profit- 
ability data; but the findings were all 
negative. The Myers-Briggs test is 
based on Jungian theories. For anyone 
who takes it, it yields one of 16 pro- 
files, based on two-way classifications 
on each of four dimensions. The domi- 
nant side of his personality may be: 


1. Extraversion (E) or Intraversion 
(Il): a primary orientation to the 
world outside himself or to the 
world within. 


2. Judging (J) or Perceiving (P): a 
primary tendency to make judg- 
ments and evaluations of what he 
experiences or simply to perceive 
and store his experience. 


3. Thinking (T) or Feeling (F): in his 
judgments, a tendency to use a 
rational, analytic approach or to 
use an emotional approach. 


_ 


4. Sensory (S) or Intuitive (N): in his 
perceptions, a tendency to rely 
literally on direct sensations or to 
make use of hunches and intui- 
tion. 


We looked both at the distribution 
of over-all profiles on the test and at 
the distribution of scores on each of 
the four dimensions. From neither ap- 
proach could we detect any relation- 
ship to individuals’ influence on their 
team, to individuals’ ability to agree 
with their teammates on what the in- 
fluence structure looked like, or to 
teams’ profit performance in the 
games. 

Further work needs to be done with 
instruments that measure attitudes, 
values, and skills that are more closely 
related to the tasks that a management 
game player or a real-life manager 
faces. For the moment, though, we are 
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encouraged that the problems of pre- 
dicting business game performance 
(like the problem of predicting man- 
agerial success) seem to be quite in- 
dependent of the problems of pre- 
dicting success in normal academic 
pursuits. 

Playing the game over an extended 
period of time, as an overload, might 
not be viewed as especially conducive 
to good team morale. We did not hope 
to generate the high level of excite- 
ment and involvement that can be 
generated when games are played full 
time for a period of one to several 
days, without direct faculty supervi- 
vision, and with strong competitive 
spirit among teams. 


Morale Improved with Teamwork 

Given the list of activities described 
above, players indicated (before the 
game started) a higher average prefer 
ence for participating in the game 
than for any of the other alternatives. 
Morale was never exceptionally high 
for most of the players; but for the 
players who preparing for 
careers in management (men in the 
School's M.S. program), morale in- 
creased steadily throughout the game. 


were 


The determinants of morale need 
more study, but a few things are clear. 
Students responded not only to their 
own profit performance, but to their 
successes and tribulations as an or- 
ganization and to the arrangements 
under which the game was played. 

Many people associated with the 
developme nt of management games 
feel (without evidence as yet) that 
games can serve as a rich medium for 
organizational research. The second 
purpose of this paper is to present 
some findings about the organization 
and social structure of these game 
teams, and to try to relate those find- 


ings to some current issues in organi- 
zational and small group research. 


Game Is Tool for Research 

As the reader will see, our findings 
are not at all conclusive; but they are 
suggestive enough to make us believe 
that the game can indeed be usefully 
exploited as a research tool. 

Although our data are not definitive, 
they have direct relevance for some 
current questions about organizational 
behavior. Here are several questions 
and the relationship of our data to 
them: 

Let us consider first the general 
issue of “egalitarianism” vs. hierarchi- 
cal differentiation in organizations. 

One can argue that an egalitarian 
social structure makes for free and 
clear intercommunication, and hence 
for high morale and for effective 
group problem solving. But one can 
argue, conversely, that a group needs 
a differentiated power structure to 
perform effectively. It needs to have 
some members holding greater power 
than others, so that someone will take 
re sponsibility and make decisions. 

Table 2 shows the influence disper- 
sion index for the five teams on which 
we were able to gather end-of-game 
influence data. The data indicate that 
the two highest morale, highest profit 
Al and BI, 
dispersion of influence; suggesting 
that egalitarian distribution of influ- 
ence is neither necessary for successful 


firms, show the greatest 


problem solving, nor for high morale 
in these game. firms.’ 

Our data also bear upon the issue of 
perceptual consonance. The point has 
often been made that mutual under- 
standing of differences in people's 
power may be more important for a 
group's morale and readiness to work 
than equality of power. Our influence 


C 
C 
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index tells us which members are seen 
to be most influential; but it does not 
provide information about the extent 
of agreement among members about 
who was influential. The team con- 
sonance index in Table 2 is intended 
to do that job. 

Al and BI, the teams with the 
greatest morale and profitability, had 
the highest degrees of consonance. 
Our data are consistent with the hy- 
pothesis that groups whose members 
agree about the state of their internal 
relationships are more likely to be 
“successful.” But high consonance in 
this case is also associated with high 
influence dispersion; which suggests 
either that people can agree about 
who influences whom when there are 
big (and hence more visible) differ- 
ences in influence; or, alternatively, 
that members of “good groups” see 
things the same way, even if what they 
see is a hierarchy of influence. 

If we turn now to data about indi- 
vidual firm members in Table 3, we 
make contact with some other current 
research issues. 

Consider, for example, the general 
question of the predictability of in- 
fluence. In this study, members made 
predictions about who would be in- 
fluential in their firm. Months later 
they were asked to indicate who had 
actually been influential. The relation- 
ship (Table 3) is positive. To show it 
more lucidly, examine Table 4, which 
shows the average actual rank in in- 
fluence (over 5 teams) of members of 
each predicted rank. The orderings 
match almost perfectly. 

It is clear that team members were 
able to predict influence with con- 
siderable accuracy, a finding con- 
sistent with some other ongoing re- 
search about the reliability of observa- 
tions of influence in groups. 


TABLE IV 
PREDICTED AND ACTUAL INFLUENCE 


(5 Firms Averaged) 


Predicted Actual Average 
Influence Influence 
(Rank) (Rank) 

| ees : 2.4 

2 Gncluding 2.5)....2........ 2:3 

ee $s fesse ane Riera Bere ae 3.6 

4 (including 4.5)... 4.2 

i era by : 4.9 

6 (including 6.5). 5.4 


What Are Influential People Like? 


Finally, our data provide some 
material on another part of the ques- 
tion: “What are influential people 
like?”’—on the relationship between 
actual influence and individual con- 
sonance indices. The individual con- 
sonance index (Table 3) can _ be 
thought of as a measure of the extent 
to which an individual’s statement 
about who influences him is corrobo- 
rated by his fellows. It turns out 
(Table 5) that in general more influ- 


TABLE V 
RELATIONSHIP BETWEEN INDIVIDUAL Con- 
SONANCE INDEX AND AcTUAL INFLUENCE 


(5 Firms Averaged) 


Consonance Average Actual 
Index Influence 
(Rank) (Rank) 

1 (including 1.5) 3.2 
2 2.03 
3 3.0 
4 (including 4.5) 4.0 
5 3.8 
6 3.8 
7 7.0 


ential people may perceive their own 
influence more accurately than their 
less influential teammates do, though 
the degree of relationship is not very 
high at all. 
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Conclusions 


Management games are usually 
used primarily as educational devices. 
They can also be used as research de- 
vices, either contemporaneously with 
their educational use or as an inde- 
pendent mechanism, which opens up 
possibilities for further experiments. 

Our experience with one extended 
run of the CIT game demonstrates 
that it is quite possible (1) to evaluate 
certain educational aspects of the 
game; and (2) to gather data from the 
play of the game about some questions 
of organizational and group behavior. 


vestigate relationships between game 
performance and (1) individual ability, 
(no relationship); (2) personality vari- 
ables, (no relationship); (3) dispersion 
of power (influence) within teams, 
(more dispersion, better performance); 
and (4) consonance of perceptions of 
influence within teams (more con- 
sonance, better performance). We 
were able also to show positive rela- 
tionships between predictions about 
influence made before the game and 
actual influence measured just after 
the game; and between one’s personal 
influence and the consonance of one’s 
perceptions with the perceptions of 





In this instance we were able to in- his teammates. 
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RHOCHREMATICS ages 


Rhochrematics, which is the new sci- 
: ence of material and information flow, 
This has many implications for top manage- 
new approach, which — ment. Developed to foster a system- 
cuts across the organization atic, integrated approach to managing 
chart and realigns duties the flow of raw materials, parts, com- 
aniituactionsintermecef  Poneats, and finished goods, its chief 
em ; concept is that of maintaining the flow 
the flow process, can bring i i steed eae oan am 
‘ 3 of the product from raw materials to 
about far-reaching changes in the ultimate consumer. 
the handling of men, money, In maintaining this flow it cuts 
and materials. Firms which across the traditional organization 
have tried it, among them chart, and undermines some time- 
Purex Corporation, find that 0nered management practices, but 
A soli ‘i . companies practising Rhochrematics 
it cuts costs and inventories 


; : P have discovered that it also cuts costs 
and improves operations In 


and compresses lead time. 

many other In the case of the Boeing Airplane 
ways. Company, whose Transport Division 

adopted this new approach following 

a survey in June, 1960, savings to date 
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a Subsidiary of General Dynamics, of Montreal, Quebec. 
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in reduced inventories and lead times 
are conservatively estimated to exceed 
$300,000 per year. 

Boeing's experience with Rhochre- 
matics and that of the Purex Corpora- 
to the 
new science, will be discussed in de- 


tion, another recent convert 
tail later in this article, as cases in 
point, but the essential thesis here is 
that managements wishing to profit 
from this new science must also be 
willing to accept its chief concept 
which is continuous concentration on 
the flow of the manufacturing process 
and may involve a complete restruc- 
turing of managements accepted 
channels of authority and ways of 
doing things. 

The term Rhochrematics is a coined 
word and stands for the flow ot things. 
It comes from two Greek roots, “rhoe” 
which means a flow as of a river or a 
stream and “chrema” which stands for 
products, materials, or things, includ 
ing information. The abstract ending 
“ies” has been added here as for any 
of the sciences, such as mathematics, 
physics, ete.’ From the time require- 
ments are established and production 
planning is accomplished until an end 
product is delivered to the final con- 
sumer, many decisions are made 
which should be coordinated in order 
to optimize the entire material flow 
process. 

Aspects of this process are being 
analyzed continually by almost every 


oo» OD 


» bom 
» 


ARGANIZATIONAL ADJUSTMENTS 


STANLEY H. BREWER 


JAMES ROSENZWEIG 


producer, wholesaler, or retailer. More 
and more attention is being devoted to 
physical distribution, materials man- 
agement, inventory control, and other 
aspects of the material flow process. 
In most cases, however, analyses are 
carried out in each of these areas with 
little regard for the effects of changes 
on other areas. Hence, optimal solu- 
tions are often proposed for a segment 
of the flow process without due con- 
sideration for the resultant changes in 
the total flow pattern. Separate func- 
tions are optimized while the total 
operation proceeds in a suboptimal 
fashion. 

This article attempts to ascertain 
the benefits that might accrue from a 
systematic, integrated approach to the 
over-all problem of material flow. 
Since material and information flows 
cut horizontally across typical vertical 
organizations, it will be vital to assess 
the impact on the organization struc- 
ture of a change in approach. We will 
point out the benefits that might ac- 
crue, set forth some ideas on how or- 
ganizations might be adjusted, and 
assess the likelihood of such changes 
in the future. 


“Product Mission” 


A total concept, the flow of material 
and information from the raw material 
stage through production and distri- 
bution to the ultimate consumer, is 
difficult to conceive and, as such, has 
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not been the target of concerted 
efforts toward optimization. The total 
flow is often so complex, 
many separate organizations and 
agencies, that no one agency has as- 
sumed total responsibility for the en- 


involving 


tire process. 

However, when the entire “product 
mission” is visualized, it is easier to fit 
the separate parts together and make 
a systematic, integrated analysis of the 
entire system of material and informa- 
tion flow. While the time is not far off 
when such complex systems can be 
analyzed, via similar 
techniques, most attention has been 
devoted to one or the other of the two 
major sub-parts of the total flow 
process, production or distribution. 

The flow of material from the raw 
material stage through the production 
process to the finished goods stage has 
been the subject of analysis for man- 


simulation or 


agement scientists, efficiency experts, 
and industrial engineers for many 
A great deal of attention has 


been focused on isolated segments of 


years. 


this internal flow; e.g., costs of acqui- 


sition vs. costs of storage, inventory 
control, production control, expedit- 
ing, and materials handling. However, 
little attention has been given to an 
integrated approach which focuses on 
the flow process itself rather than on 
individual functional areas. 


Flow Concept 


The flow of materials from the fin- 
ished goods stage to the final consumer 
also has been the subject of many cost 
reduction efforts. There has been 
much furor over the fact that in many 
cases distribution costs actually ex- 
ceed costs of production. Accordingly, 
much attention has been devoted to 
developing more efficient systems. 

However, improvements in the dis- 


tribution system are often made with- 
out reference to possible effects on the 
production function. More attention 
must be devoted to analysis of the 
over-all flow of material and informa- 
tion to optimize the entire process, , 
Continued attention to individual de- 
partments, sub-areas, or functions will, 
of course, develop increased efficiency 
in isolated segments. However, such 
increased efficie ncy may be detrimen- 
tal to the overall operation. 

In this article we will discuss both 
of the major subdivisions of the mate- 
rial flow process, production and dis- 
tribution. Attention will also be given 
to an integrated approach to the over- 
all flow process, including both inter- 
nal and external flows. 


Organizing for Performance 


In all cases, an attempt will be made 
to show how improvement in isolated 
functional department areas may not 
lead to over-all efficiency. Since this 
problem of optimizing material and 
information flow is inexorably tied to 
organization, it will be desirable to set 
the stage for later analysis by discuss- 
ing some of the basic concepts of or- 
ganization, and pointing out their ef- 
fect upon the problem of material 
and information flow. 

While it is obvious that contempo- 
rary organizations must be concerned 
with multiple goals, the business or- 
ganization’s primary task is that of 
translating raw materials into goods 
or services for producers or consumers 
through efficient utilization of capital 
and human resources. Business or- 
ganizations have been growing con- 
tinuously in size and complexity and 
undoubtedly will continue in this di- 
rection as long as the economy in- 
creases in comple xity and society be- 
comes more sophisticate d. 
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In their chapter on “Molding of Or- 
ganization in Modern Society,” Pfiff- 
ner and Sherwood sum up the factors 
leading toward greater complexity as 
follows: 

“The many factors that have oper- 
ated to make modern organizations 
complex are just those which have 
served to complicate the entire fabric 
of society. They include: 1) the libera- 
tion of the individual in our social phi- 
losophy and policies; 2) the develop- 
ment of new understandings of the na- 
ture of human cooperation; 3) the 
broadening range of organization 
goals; and 4) the movement toward 
task specialization.” 

Specializing Invites Fragmentation 

This latter point is of particular im- 
portance for our purposes here. As or- 
ganizations grow, the many functions 
that must be performed tend to be 
split off into various divisions, depart- 
ments, groups, or units. As this frag- 
mentation occurs, the need for spe- 
cialists within the organization in- 
creases. 

Each specialist tends to assume his 
role and to become more proficient in 
carrying out his particular duties. The 
larger the company and the greater 
the degree of specialization, the more 
the tendency to lose track of over-all 
objectives of the firm and to concen- 
trate on strengthening the individual 
function. 

The specialist is motivated by a de- 
sire to perform efficiently and move 
up in the organization; but, for the 
most part, he is limited by depart- 
mental boundary lines. Normally, he 
can assume more duties within his 
particular department, but he does not 
take over functions that are being per- 
formed by other departments or divi- 
sions unless there is a reorganization. 


Often, therefore, specialization be- 
comes identified with functionaliza- 
tion. While separating duties and re- 
sponsibilities on the basis of functions 
is only one of a number of possible 
alternatives, it turns out to be an over- 
riding consideration in many Cases. 

Work might be divided on the basis 
of time sequences; for example, plan- 
ning, execution, and control. However, 
formal organization structure does not 
ordinarily follow such a_ pattern. 
Equipment is not often the basis for 
departmentation. Processes such as 
milling, grinding, or heat treating 
often serve as a basis for organizing 
work groups. However, process and 
function are often hard to distinguish 
and processes might be considered as 
sub-functions to production. 

If two or more classes of customers 
are entirely different, a company 
might well organize separate work 
groups to produce for different cus- 
tomers. Companies producing for both 
the military and consumer sectors of 
the economy might be well advised to 
separate completely their operations 
in order that entirely different require- 
ments can be met efficiently. Geo- 
graphic location of divisions or 
branches is a typical approach to 
dividing the work. 


Dividing the Work 


However, within each of the de- 
centralized units there is also an or- 
ganization structure which is likely 
to stem from some more basic factor. 
Multi-product companies may divide 
the work according to individual 
products or product groups in order to 
focus attention on the objectives of 
subunits of the organization. In such 
cases, conflicts may arise between 
product or product group managers 
and functional managers who have 











56 / CALIFORNIA MANAGEMENT REVIEW 


traditionally been responsible for car- 
rying out the basic functions of the 
enterprise. 


Is Vertical Organization Best? 


Traditionally, organization has been 
predominantly vertical and hierarchi- 
cal with authority and responsibility 
resting in individual functions. Typi- 
cally, superior-subordinate _ relation- 
ships have been established on a func- 
tional basis, with orders and instruc- 
tions going down the line and reports 
and requests going up the line. Re- 
cently, this traditional approach has 
been questioned as the most suitable 
for over-all efficiency of the operation. 

For example, the flow of material 
and information in the typical manu- 
facturing operation tends to flow hori- 
zontally, cutting across the vertical 
structuring of functional authority. In 
discussing new technology and its im- 
pact upon organization, Jasinski 
states: 


“But technology, including both in- 
tegrated data processing and inte- 
grated machine production, has 
developed on what might be called 
a horizontal plane. That is, the 
machine cuts across superior-subor- 
dinate relationships, affecting the 
jobs of people in different areas, 
departments, and work groups. 
Superimposing a strictly vertical or- 
ganization structure ona technology 
which emphasizes horizontal and 
diagonal relationships can and does 
cause obvious difficulties ...Cer- 
tainly it is management's job not 
only to recognize these new rela- 
tionships, but also to take steps to 
enable them to function definitely 
and smoothly. A few managers have 
recognized the discrepancy between 
organization and technology, and 


have taken steps to integrate the 
two. They have achieved such in- 
tegration in a variety of ways, which 
essentially may be classified as: 
1. Changing the technology to con- 
form with the existing organiza- 
tional structure. 2. Changing the or- 
ganization so as to define and for- 
malize the relationships required by 
the technology. 3. Maintaining both 
the existing organization and the 
existing technology, but introducing 
mechanisms to reduce or minimize 
the discrepancies between _ the 
two.” 


Focusing attention on the flow of 
material and information as_ stressed 
in Rhochrematics, allows the rethink- 
ing called for by Jasinski. The prob- 
lem, in short then, is that most com- 
panies organized in the traditional 
functional fashion are not set up to 
take advantage of conceptualizing the 
total flow process. 

The remainder of this analysis will 
approach this problem by discussing: 
(1) how differences in orientation re- 
sult in different emphasis in organiza- 
tion structure; (2) how traditional 
functional specialization may subopti- 
mize the over-all operations; (3) alter- 
native approaches to controls over 
material movement; (4) some case 
studies; (5) some generalizations; (6) 
developments facilitating a Rhochre- 
matics approach; (7) possible ap- 
proaches to implementing such think- 
ing in existing organizations. 


Differences in Orientation 
Regardless of the formal organiza- 
tion structure, the strengths and weak- 
nesses of a company may well depend 
upon its orientation. Some functions 
may be stressed with little attention 
devoted to others, according to the 
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importance of the particular functions 
to the company’s success. 

A study of organization charts for 
companies producing identical prod- 
ucts shows that there are often differ- 
ences in emphasis but that there is a 
tendency y, at least 
marked similarity can be 
seen in the way companies producing 


toward similarity, 
formally. 


the same product are organized at the 
top management or department level, 
but differences are found within the 
sub-departments, groups and units. 

Intra-departmental differences indi 
cate that similar functions are per- 
formed in vastly different ways among 
companies producing the same. or 
similar products. The performance of 
functions often revolves around per- 
sonalities, interests, and abilities. The 
background and capability of the de- 
partmental manager influence _ per- 
formance, but many times the differ- 
ences result from physical location 
with respect to markets, raw material, 
labor supply, or other factors of im- 
portance to the enterprise. 


Products Shape Organization Chart 


The organization charts of com- 
panies producing different products 
are more likely to be dissimilar than 
those of companies producing the 
same product. Yet the pressure of 
precedent and the similarity of basic 
functions to be performed tend to set 
patterns for the organization of all 
companies. Top management's — in- 
terest in, or orientation to, any one or 
combinations of these functions is the 
greatest stimulus for setting patterns 
of organization. 

The two most basic (or organic) 
functions of any organization are 
normally conceded to be production 
and distribution. 


As a consequence, 
they receive the 


greatest amount of 


attention, interest, and analysis. Ac- 
cordingly, greater proficiency tends to 
develop in the performance of these 
functions. There also seems to be some 
interest in integrating the effort that 
goes into the performance of these 
basic functions. Other sub-functions 
tend to be performed (without much 
integration) by specialists whose role 
or mission is considered to be support 
of and service to marketing and pro- 
duction departments. 


Should Production Lead Flow? 

This is characteristically true of the 
various phases of the material flow 
process. Companies that distribute 
products to almost every community 
in the United States tend to be sales 
oriented. Normally, their products are 
marketed in a highly competitive at- 
mosphere. Without large budgets for 
advertising and promotion, plus con- 
stant pressure to sell stemming from 
top management, a share of the many 
markets each company is trying to 
serve may be lost. Once a competitor 
captures a disproportionate share of 
the available customers in any one 
market, he tends to hold them. This 
does not mean that production can be 
slighted, availa- 
bility of good quality products is one 
of the keynotes to success for the sales- 
man. 


because, of course, 


Sales are important to all com- 
panies, but engineering and produc- 
tion get more attention in companies 
producing capita! equipment and 
some types of durable goods. Estab- 
lished companies producing airplanes, 
heavy equipment, and machinery, for 
ext imple, know that if they develop a 
superior product their 
be able to capture their considered 
share of the total market. 

Physical distribution of products is 


salesmen will 
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often a relatively simple task, maybe 
little more than delivering orders. The 
internal flow of material during the 
production process is of concern to 
such companies, however. Regardless 
of orientation, all companies are faced 
with some aspects of the total material 
flow process and can benefit from re- 
thinking along the lines of Rhochre- 
matics. 


Suboptimization by Specialization 


Although many companies tend to 
be oriented to the finance function, 
the legal function, the purchasing 
function, and others, sales and produc- 
tion remain as the basic subdivisions in 
most organizations. Within each of 
these organic functions, many sub- 
functions are set up as separate depart- 
ments or units. 

The resulting _ fractionalization 
makes visualizing the total flow 
process difficult. Each department, i 
an effort to protect itself against pos- 
sible delays and to make a good show- 
ing for economy, tends to pad the time 
schedule in its favor with the result 
that the entire time schedule, or flow 
process, is slowed down and _ paper 
“economies” prove very costly. 

In the average firm, material flows 
originate with the tool and production 
planning phase. Although planning 
may build considerable flexibility into 
the schedule of production runs, this 
fact is seldom apparent in the paper- 
work issued to purchasing. 


Padding the Time Schedule 


With the schedule in hand, purchas- 
ing sets up a program for acquisition 
of needed materials and builds in 
safeguards to protect itself against 
delays in delivery and all other pos- 
sible contingencies. Next, traffic takes 
over and builds in a second time 


“hedge 


against unscheduled contin- 
gencies regardless of what this may 
do to slow down the flow of the total 
operation. 

Since both purchasing and traffic 
are service de partments, they are ex- 
tremely cost conscious. Holding down 
or reducing costs is a concern to top 
management, and cost reduction is a 
way for service units to bring atten- 
tion to themselves; usually by trying 
to optimize the particular functions 
delegated to them. For purchasing this 
normally means buying at the lowest 
unit cost consistent with company 
policies and programs. 

Also, the traffic manager is moti- 
vated to purchase — transportation 
services at the lowest unit cost, nor- 
mally meaning large quantity move- 
ments, either truck load or carload 
lots. ; 

Optimization of these two functions 
normally results in the creation of in- 
ventories, establishing requirements 
for warehousing or storage. This, in 
turn, enforces requirements for inven- 
tory management or control. 


Coordinating Material Flow 


Within the plant or factory there 
may be several stops for material— 
receiving, receiving inspection, stor- 
age, processing, quality control, and 
the production line. From the produc- 
tion line the material—in a different 
form or as finished goods—is again 
moved to storage or the shipping dock. 

The flow of the outbound material 
is also influenced by several functional 
departments or units. Prompt delivery 
service may be the primary considera- 
tion insofar as the sales manager is 
concerned. 

Shipping is normally concerned 
with getting the order ready and load- 


ing it aboard the carrier, after which 
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time it becomes the responsibility of 
traffic. Other complexities enter the 
picture w hen regional company owned 
or public ware shouses are used in the 
distribution process. 

In extremely large companies many 
of these functions are performed 
widely separated departments with a 
tendency toward optimization of indi- 
vidual functions and little considera- 
tion of the total material flow process. 
This is the concern of Rhochrematics. 
The further companies go in their 
growth patterns, the greater the ten- 
de ncy toward functional specialization 
within each of the units involved in 
the material flow process, making 
coordination, integration, and mana- 
gerial controls extremely important. 


The Question of Controls 


Managerial controls are normally 
exercised over departments or func- 
tions, by establishing criteria, stan- 
dards, or expectations. Deviations are 
analyzed with reference to predeter- 
mined tolerances. The greater the de- 
gree of specialization and orientation 
toward a particular function, the more 
precise the standards for controlling 
the activity. For small units within 
major departments, all deviations 
must be carefully explained. 

Extraneous factors or influences are 
often the only acceptable explanation 
in the face of pressures from the de- 
partment manager to increase the out- 
put of activities or services rendered 
by a small unit. And, the efficiency of 
the unit is judged by its ability to hold 
costs at the lowest possible level. Such 
pressures increase the tendency 
toward optimization of specialize d 
functions. In the absence of good man- 
agerial controls, the specialist nor- 
mally attains his position through 
loyalty and conscientiousness; traits 


which might lead to efficient perform- 
ance of the specialized function. 


Rethinking 


The larger the company, the greater 
the degree of organization, resulting 
in the establishment of standards and 
procedures for the disposition of dis- 
cipline. A high degree of discipline 
normally results in greater efficiency 
insofar as specialized functions are 
concerned. It also tends to destroy in- 
itiative and this in turn results in more 
and more suboptimization of the total 
flow process. 

This is sometimes carried on to the 
extent that individuals within a par- 
ticular group or unit end up virtually 
working for themselves and do not 
coordinate their activities with other 
employees in their own unit or group. 
They almost completely lose sight of 
the over-all objectives of the business 
organization. 

The desirability of managerial con- 
trols for the total flow cannot be over- 
emphasized, but the limitations on 
these controls, cannot be overstated. 
Controls can only be exercised when 
standards have been established and 
information is available to measure 
deviations from these — standards. 
When functions are so fragmented 
that information is never brought to- 
gether at a central source, standards 
cannot be established and managerial 
controls can, therefore, not be exer- 
cised. Rhochrematics fosters rethink- 
ing which may facilitate a fresh, in- 
tegrated approach to controls. 


Managerial Orientation 


One approach to better control of 
material flows is flexible management 
orientation. Since top management is 
ordinarily concerned with major func- 
tions such as sales, production, and 
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finance, minor sub-functions such as 
traffic, inventory control, receiving, 
inspection, materials management, 
warehousing, shipping, order process- 
ing, and purchasing are left to spe- 
cialists. Specialists tend to establish 
their own standards, and managerial 
controls are exercised around these 
self-imposed standards. There is very 
little germination of ideas for the in- 
tegration of interrelated minor func- 
tions. 

Major pressures that arise in the 
sales oriented organization seldom de 
velop in terms of a minor function. 
Problems of the sub-departments 
often seem insignificant in light of the 
major objectives of the organization. 
While material flows are regarded as 
necessary and extremely important to 
the conduct of the sales function, the 
units responsible for this activity are 
normally regarded as service groups, 
and the quality of that service is often 
the only concern of the sales depart- 
ment. 

There are constant pressures to give 
better service regardless of cost, and 
the most important consideration is 
probably lost sales or out of stock situ- 
ations that result from inefficiency on 
the part of those responsible for 
material flow. In extreme cases, these 
service groups begin to incur costs 
greater than the profits made from in- 
dividual sales. Since physical distri- 
bution is considered a “necessary evil,” 
material flow costs become a dispro- 
portionately high percentage of the 
sales dollar. 

Pressures that develop in a produc- 
tion oriented organization will often 
act as deterrents to good management 
practices for the control of material 
Hows. Planning in such organizations 
revolves around the production sched- 
ule. An important aspect of the pro- 


duction schedule is the need to meet 
predetermined load dates; a require- 
ment that is continually impressed 
upon the minds of the managers of 
service Or support groups that have 
the job of getting the materials to the 
load point on the production line. 


Distorted Production Schedules 


The importance of meeting the pro- 
duction schedule cannot be taken 


lightly, but side effects should be- 


given some consideration. In order to 
make absolutely sure that no load date 
is missed, the many groups that are 
responsible — for isolated 
phases of material flows are likely to 


managing 


build successive high margins of safety 
which can become extremely costly to 
the company. 

Kstimaters are likely to be generous 
on the theory that some of the material 
may not meet specifications. Pur- 
chasers will often have vendors ship 
early on the theory that vendors may 
not be able to meet their own produc- 
tion schedules. Traffic is likely to have 
buyers plan for maximum transit time 
minimum 


rather than median or 


‘transit time. Receiving inspection will 


want more than ample time to per- 

form their function. 
Rework and = quality 

motivated to plan for the maximum 


control are 


amount of time that might be required 
to accomplish their task. Inventory 
control and warehousing will  nor- 
mally add a protective cushion of time 
to allow for unknown contingencies. 
All these protective cushions of time 
add substantially to the capital costs 
of carrying pipeline inventories of the 
various materials destined for the pro- 
duction line. 

In spite of all the effort to the con- 
trary, shortages do occur. The larger 


and more complex the production 
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activity, the greater is the concern 
over shortages. This is understandable 
because a shortage of one small part 
can conceivably tie up the entire pro- 
duction line. Hence, much effort. is 
devoted to the shortage problem, in- 
cluding the use of premium forms of 
transportation to expedite needed 
materials. While some companies con- 
sider such extraordinary measures for 
solving a shortage problem to be a 
cardinal sin, little thought is given to 
the fact that hundreds of thousands of 
dollars worth of material may have 
arrived weeks or months prior to the 
time that they were required. 

The cost of carrying such inven- 
tories and the overages that result 
from service units protecting them- 
selves against all possible contingen- 
cies may receive little attention in the 
production oriented company. There 
is often a substantial amount. of 
frenzied activity and many thousands 
of dollars spent on the shortage prob- 
lem, but inconspicuous overages may 
be more costly than shortages that 
are spotlighted for attention. 


Often Takes Drastic Action 


Each department manager who has 
responsibility over some element of 
the material flow process seems to feel 
that his special function is more im- 
portant than that of other department 
heads. The independence with which 
people in one department are able to 
operate is a deterrent to implementa- 
tion of the Rhochrematics concept. The 
need for coordination and cooperation 
between departments in the organiza- 
tion is usually stressed, but as long as 
pressures come vertically down the 
hierarchical chain and the security 
and protection of broad departmental 
boundary lines remains, there is little 
likelihood that something as compli 


cated as the material flow process can 
be properly integrated. 


Communications Breakdown 


Even when there is an extreme de- 
sire to work together, there is often a 
breakdown in communication and 
flows of information. The many activi- 
ties related to material flows tend to 
be extremely complex and require 
much documentation and record keep- 
ing. The many forms and memoranda 
that are developed in connection with 
a particular transaction involving the 
movement of any one of many thou- 
sands of items are seldom if ever 
brought together in one file in a large 
organization. 

Each individual functionally spe- 
cialized unit has its own records to 
provide primary information for the 
activity of the department. Secondary 
information that is of value to some 
other unit or combination of units 
normally is extracted only when some- 
thing goes wrong. There is seldom any 
attempt to extract at each stage 
secondary information that is related 
to the material flow process. 

It is obvious that fairly drastic steps 
must be taken by companies if con- 
trols are to be established around the 
flow process rather than around the 
traditional functional departments. 
These steps include management re- 
thinking and reorientation plus some 
obvious organizational adjustments 
which may include authority and re- 
sponsibility channels cutting horizon- 
tally across (flowing) the traditional 
vertical arrangements. The following 
section presents several cases where 
innovations have been made or are 
being considered to allow the organi- 
zation to focus on its primary responsi- 
bility, the flow of material and in- 
formation. 
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How Two Firms Did It 


Two examples will be used to illus- 
trate the kinds of innovation that can 
produce results. In one case, emphasis 
is placed on the external flow of 
material and information, primarily 
the physical distribution of finished 


goods. In the other case, emphasis is 
placed on the internal flow of material 
and information because the company 
involved is production oriented. 


The Purex Story 


The Purex Corporation has changed 
from an organization that could be 
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considered traditional, with many of 
frag- 
mented and responsibility divided be- 
tween several of the major depart- 
ments, to an organization stressing 
integrated management of material 
flow functions. The old organization, 
as shown in Figure 1, had a traffic 
manager responsible for arranging 


the materials flow functions 


transportation of outbound products 
from major production plants to ware- 
houses and other distribution points. 

The production planning function 
was not formalized at that time and 
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was handled by informal committees 
with members from sales, manufactur- 
ing, and finance. The warehousing 
function was handled by the sales de- 
partment for the most part, as was 
inventory control. Managers of a num- 
ber of the smaller plants reported to 
finance. 

These produced _ liquid 
bleach throughout the country and 


plants 


handled some warehousing of finished 
products produced at other major pro- 
duction facilities. Outbound 
ments from these plants were the re- 
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sponsibility of the plant manager and, 
as a result, the lines of authority for 
these functions emanated from the 
vice president of finance. Some func- 
tional authority was exercised by the 
traffic manager because it was his 
duty to furnish routing guides and 
common carrier rates. Inasmuch as the 
sales department was responsible for 
inventory control and maintenance of 


stocks at regional public warehouses, 
it also exercised control over outbound 
movements from these facilities. 


Realignment of Duties 


Purchasing in this organization was 
responsible for control of all inbound 
movements of raw materials and sup- 
plies. Order processing was a function 
of finance, and shipping reported to 


FIGURE 2 
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manufacturing. There was no attempt 
to exercise over-all control of the 
material flow process and, as a result, 
many inefficiencies developed leading 
to substantially higher costs than war- 
ranted. 


Flow System Streamlines Planning 


The current organization of the 
Purex Corporation’s material flow 
function is shown in Figure 2. Produc- 
tion planning has been formalized 
and put directly under the jurisdic- 
tion of the director of traffic and distri- 
bution. In addition to the planning 
function, he has direct line authority 


over inventory control, distribution 
services, and traffic. 

Regional traffic managers report 
directly to him and, in addition, he has 
functional control over the distribu- 
tion function at the various branch 
plants. Since these branch plants now 
report directly to the director of pro- 
duction, who in turn reports to the 
vice president of manufacturing and 
research, this funtional authority al- 
most achieves line status because the 
traffic director can exercise a great 
deal of control over all activities affect- 
ing materials movement at the branch 
plant level. 
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Direct line authority over inventory 
control now gives him the power he 
needs to control movement both into 
and out of public warehouses located 
Although the 
chart does not depict it, the director 


throughout the country. 


of traffic and distribution also works 
closely with the director of purchas- 
ing in controlling inbound shipments 
of raw materials and supplies. 


Savings Effected 


The new organizational arrange- 
ment has resulted in many benefits to 
the company. Although cost reduc- 
tions are difficult to determine, es- 
pecially when a corporation is grow- 
ing as rapidly as is the Purex Corpora- 
tion, most officials of the company 
agree that total savings are in the high 
six figures. Public warehouses have 
been cut by nearly one-half, from 65 to 
35. More efficient management con- 
trols are now exercised over inven- 
tories and production planning. 

Integrated management of many of 
the functions related to the material 
flow process is being exercised. In- 
formation on all these related func- 
tions is converted to punched cards, 
and the data are analyzed in various 
ways by means of an electronic com 
puter to obtain day-to-day operating 
data that are used to plan efficient pro- 
duction, hold inventories at minimum 
levels, and reduce transportation costs. 
Continuing attention to and sophisti- 
cation of the management of material 
flows is planned by the Purex Cor- 
poration. 


The Boeing Experience 


Investigation of possibilities for 
better integration of the management 
of material flows resulted in a case 
study of the Transport Division of the 
Boeing Airplane Company in the sum- 


mer of 1960 conducted by University 
of Washington faculty a The 
initial study resulted in plans to re- 
duce inventories and cut lead times. 
moves that are conservatively esti- 
mated to save the company more than 
$300,000 per year. 

Although 
functions related to material flows has 
not as yet resulted, company officials 


reorganization of — the 


are most enthusiastic about the oppor- 
tunities and are giving serious con- 
sideration to inaugurating a program 
of reorganization. Figure 3 shows the 
manner in which different activities 
concerned with material flows are now 
organized in the Transport Division of 
the Boeing Airplane Company. Seri- 
ous thought is being given to a plan 
for realigning these functions into one 
department. 

Here we see two differently oriented 
companies. The Purex Corporation, 
with its more than 200 finished prod- 
ucts that must be distributed from 
many plants and warehouses to whole- 
salers and retailers through the United 
States, is primarily concerned with 
outbound 


movements of — finished 


goods. The heavy moving inbound 
materials are few in number and con- 
sist primarily of bulk shipments of 
chemicals, oils, and tallow. Packaging 
materials are also heavy moving in- 
bound items. 

The primary concern of the Boeing 
Company, on the other hand, is in- 
bound and internal movement of the 
than 100,000 different parts, 


pieces, and raw materials that go into 


more 
the production of each airplane. The 
parts, together with the machinery and 
supplies that are used in the factory, 
must be assembled from nearly every 
state in the country. For the most part, 
each individual shipme nt is very small. 
The end product is the airplane, which 
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is own away by the customer. Distri- much production oriented but, of 


ity a ; ; , iat 
he bution activities are concerned prima- course, sales is an important activity. 
re. rily with spares that must be moved to iia ities acoalaaiaiel 

os a limited number of airline companies ystem Works in Both Plants 


aa, plus the military organizations that 
purchase airplanes. Boeing is very 


Purex, on the other hand, might be 
considered sales oriented; yet, pro- 
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Other Applications 


Many industries should be able to 
benefit from a Rhochrematics ap- 
proach to management of their ma- 
terial flows. Service industries such as 
transportation companies tend to be 
operations and sales oriented. Since 
they are not concerned with selling a 
product, little thought may be given 
to material flows. The operations ori- 
ented company is in many respects 
like the production oriented organiza- 
tion. An important function is that of 
keeping the equipment in good con- 
dition so that schedules can be met. 

These companies often accumulate 
hundreds of thousands of dollars 
worth of supplies and spare parts. 
Since purchasing of supplies and parts 
plus the various aspects of moving, 
storing, and issuing them, may be 
minor functions relative to the pri- 
mary concern of the corporation, they 
may get little attention from top man- 
agement. The fact that a train or truck 
or airplane or ship cannot move for 
lack of spare parts would be spot- 
lighted for top management. In order 
to prevent this, all possible contin- 
gencies are planned for, resulting in 
multiple cushions and an oversupply 
of many items. Better control and in- 
tegration of activities could result in 
substantial cost reductions. 


Lumber 


Bound industries also tend to be 
production oriented, with little atten- 
tion given to company-wide integra- 
tion of the material and information 
flows. For example, in the lumber in 
dustry when a log is moved to the 
sawmill it is turned over to a sawyer 
whose decision is all-important to the 
operation. Production orientation can 
influence his decision so that he cuts 


the best lumber, holds waste to a 
minimum. Little consideration may be 
given to the problems of inventory or 
lack of markets for the end product. 
Markets might be glutted with the 
items being produced with shortages 
developing for other products. Inte- 
grated management of raw materials 
procurement, production, inventory 
control, sales, and distribution has re- 
ceived little attention in this industry. 
Agriculture 

The argicultural industry could 
benefit substantially from an_ inte- 
grated approach to managing of the 
flows of their products, but since there 
is very little control exercised by any 
one individual over the many func- 
tions involved in the movement of 
material from original sources to final 
consumer, this would be most diffi- 
cult to organize. 

Other industries could be cited 
whose conceptualizing the total flow 
could prove extremely _ beneficial. 
However, the above examples are 
representative of the opportunities 
that can be tapped by rethinking 
along the lines of Rhochrematics. 


Generalists, Not Specialists 


The growing need for more sci- 
entific approaches to the management 
of material flows arises out of the in- 
creasing complexity of the productive 
effort of most large corporations. Busi- 
ness philosophy is gradually shifting 
from concern and need for trained 
specialists to concern and need for 
managers with broad perspective and 
knowledge of a number of related 
functions. The realization that sub- 
stantial benefits can be derived from 
integrating many related functions 
should result in organization around 
material and information flows. 


Se = Ss 


a 
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The complexity of these functions 
cannot be overemphasize -d. The ex- 
istence of extreme spec ialists in man- 
agement capacities in the many frag- 
mented functions and the longstand- 
ing efforts that these people have 
made to professionalize such activities 
means that innovators will be faced 
with much inertia and outright resist- 
ance to change. 

Many traffic managers, warehouse 
managers, purchasing managers, and 
others now hold key positions on the 
management team of most large or- 
ganizations. Their organizations have 
been built over a period of years on 
the theory of functional specialization 
within the corporation. 

There are very few senior people on 
the American business scene today 
who have the experience, background, 
or inclination to take over and manage 
an integrated approach to material 
flows. Many feel that the activities are 
so complex that it will take a long 
time to develop executives with the 
proper perspective. However, the tools 
and developments of the last few 
years make it possible to reorganize 
some of these activities in the interest 
of the over-all corporate objectives. 


Facilitating Developments 


While innovations stemming from 
the application of Rhochrematics are 
likely to come slowly because of the 
inherent resistance to change, there 
are a number of facilitating develop- 
ments which should enhance the like- 
lihood of progress. Separating, for the 
moment, the two basic elements of the 
flow process, material and informa- 
tion, we can trace some of these de- 
velopments. 

The technology surrounding the 
mass production process has been ac- 
celerating since the industrial revolu- 


tion and a typical production line cuts 
across traditional vertical organiza- 
tions. Attention in industries utilizing 
highly integrated production lines is 
focused on the material flow rather 
than upon individual functionally 
specialized units. As more sophisti- 
cated mechanization is introduced, the 
flow of material becomes more and 
more critical. 


Automation Forces Flow Approach 


Automation, with its self-adjusting 
controls over the manufacturing 
operation, also puts increasing empha- 
sis on the flow process. Typically, the 
most highly automated operations are 
those such as processing industries, for 
example, milling or refining. However, 
automation is gradually spreading to 
other operations where concentration 
on the material flow process has not 
been as evident. As inroads are made 
via increased mechanization, inte- 
grated machine processing, and auto- 
mation, management will be forced to 
think in terms of the flow of material 
through the plant. Hence, managerial 
control should be established along 
these lines. 

The external movement or physical 
distribution of material is also under- 
going a number of changes which will 
facilitate new approaches to the over- 
all problem of material flow. The elim- 
ination of handling through the use of 
containerization and integration of 
various modes of transportation is 
revolutionizing the movement of gen- 
eral merchandise as well as some bulk 
products. 

Air freight is likely to be a new 
dimension in transportation within the 
next few years. The cost of moving 
freight through the air will be cut 
in half this year as new turbo-prop 
aircraft are delivered to some of the 
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freight carriers. Several national com- 
panies are already using this means to 
reach national markets from one cen- 
tral production facility. They indicate 
that elimination of regional ware- 
houses and multiple handling more 
than repays the added transportation 
cost. 

As airfreight rates are brought down 
closer to the levels of truck and rail, 
many more companies will be able to 
benefit from a revised approach to 
material flows. Such changes in the 
external flow of material will often 
allow rethinking with regard to the 
internal flow of materials; for example, 
high-speed movement of finished 
goods through the normally lengthy 
distribution pipeline will allow com- 
panies to refine production schedules 
and to control inventories with much 
less reserve. 


Information Flow 

While changes in the physical flow 
of material, both internal and external, 
have been progressing, some of the 
most startling advances have been 
made in the area of information flow. 
Systems of information flow are criti 
cal to the control of the material flow 
process. The advent of high speed 
electronic 
companies to deal with much larger 
quantities of information. 

Fantastic speeds allow computer 
processing of tremendous amounts of 
data which heretofore were unusable. 
More than that, however, the com- 
puter has stimulated rethinking on the 
part of innovative managements with 
the result being sophisticated new sys- 
tems of information flow. Real prog- 


computers has allowed 


ress has been made where the com- 
puter has been used to process infor- 
mation in new and different ways 
rather than to process the same old 


data in the same old way, only faster. 

High speed data transmission over 
leased wires or other means has facili- 
tated the use of the computer as a 
proc’ssing device. The most critical 
problem for systems of information 
flow as control mechanisms has been 
the collection and transmission of data 
rather than processing. Currently, 
much effort is being devoted to source 
recording; and once this problem is 
solved, the goal of integrated data 
processing will be within reach. 

The technology necessary to achieve 
integrated processing of material and 
integrated processing of data neces- 
sary for controlling the system is either 
on hand or forthcoming very soon. 
However, management's ability to uti- 
lize these technological advances lags. 
The organizational adaptations neces- 
sary to take full advantage of avail- 
able technology are slow in coming. 
Such lethargy is particularly deplor- 
able since many of the advantages or 
benefits could be achieved through or- 
ganizational adjustments even with- 
out the technological innovations. Ac- 
cording to Jasinski: 


“The impact of recent technological 
innovations has forced many man- 
agers to take a second look at their 
organization, particularly with the 
advent of modern data processing 
equipment. This equipment requires 
information in a certain form. Where 
managers have used it as more than 
simply a change in ‘hardware,’ 
equipment has triggered sweeping 
revisions of data processing depart- 
ments. To prepare information efh- 
ciently equip- 
ment, managers have completely re- 
organized traditional departments. 
In this connection there are the tell- 
ng, perhaps exaggerated, stories of 


for the processing 
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companies that revised their organi- 
zations in anticipation of delivery of 
data processing equipment only to 
realize such great savings through 
the reorganization process itself that 
they canceled their orders for the 
equipment.” 


How can such benefits be achieved? 
How can the ideas embodied in the 
Rhochrematics concept be applied 
throughout industry? 


Implementing Rhochrematics 


The first and most important step in 
implementing a systematic, integrated 
approach to managing material flows 
is awareness on the part of top man- 
agement that substantial benefit could 
be derived from changes in orienta- 
tion. Moreover, if the Rhochrematics 
concept is to be applied, there must 
be genuine interest on the part of top 
management. As is the case with 
nearly all innovations, there will be 
considerable initial resistance. 

Without support from the upper 
echelons, proposed changes are usu- 
ally doomed to failure. For example, 
if the chief executive merely refers the 
subject to a committee for further in- 
vestigation the odds are overwhelm- 
ingly against further action unless he 
maintains an active interest in the 
project. Committee members, particu- 
larly those with vested interests, can 
ordinarily marshal considerably more 
“why nots” than “whys.” 

Since Rhochrematics, the science of 
material and information flow, stresses 
the flow process, considerable atten- 
tion must be given to reorganization 
in order that controls can be centered 
around this process. The interrelated- 
ness of and interaction between the 
various specialized functions must be 
highlighted. Management attention 


must be focused on this problem. Ac- 
cording to Jay Forrester, “industrial 
dynamics” must be recognized as an 
important consideration. He says: 
“Our industrial systems are becom- 
ing so large and sophisticated that a 
knowledge of the parts taken sepa- 
rately is not sufficient. In manage- 
ment, as in engineering, we can ex- 
pect that the interconnections and 
interactions between the compo- 
nents of the system will often be 
more important than the separate 
components themselves. 


Managing is the task of designing 
and controlling the industrial sys- 
tem. Management science, if it is to 
be useful, must evolve effective 
methods to analyze the principle in- 
teractions amongst all the important 
components of a company and its 
external environment. In the same 
sense that we can analyze complex 
physical systems, so will it become 
possible to understand better the in- 
teractions within industrial and eco- 
nomic systems.” 


Management must be willing to step 
back and re-evaluate its traditional or- 
ganizational arrangement; it must be 
willing to restructure traditional ar- 
rangements in order to capitalize on 
the advantages that can accrue by con- 
centrating on the material flow proc- 
ess. The exact nature of new organiza- 
tion structures cannot be pinpointed. 
For companies emphasizing physical 
distribution, the distribution manager 
with authority over both production 
and distribution might be the answer. 
For other companies, where the inter- 
nal flow of material is a more critical 
problem, a different approach might 
be appropriate. There will normally be 
a temptation to impose an additional 
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agency to coordinate or expedite ma 
terial flows. While this may improve 
the situation somewhat, it still does 
not get at the basic problems of em- 
pire building in the various function- 
ally specialized departments. Until the 
concept of primary control based on 
material flows is accepted, little real 
benefit will be achieved. 

Because of this problem of chang- 
ing the atmosphere in the company 
and the attitude of traditionally ori- 
ented department heads, it seems that 
some fairly major 
called for in order to instigate a proc- 
ess of rethinking. While the initial 
stages of such an approach might cre- 
ate considerable turmoil, the long run 
payoff should be substantial. Manage- 
ment must take some giant strides in 
the near future if its organizational ad- 
justments are to keep up with techno 
logical advancements. 


Summary and Conclusions 


Rhochrematics literally translated 
means the science of product or mate- 
rial flows. The term is connoted to 


mean scientific or systematic ap- 
proaches to the management of mate- 
rial flows. 

Any system is mi ide up of a number 
of sub-units or operations all of which 
perform functions of major or minor 
proportions. Any of these functions 
might be performed independently in 
optimal fashion, but not necessarily in 
the best interests of the system as a 
whole. Focusing attention on the ma- 
terial flow process enhances the prob- 
ability of optimizing the whole system 
rather than its se parate parts. 

Over the years, various aspects of 
the management of material 
have been receiving increased atten- 


flows 


tion. Some companies have recently 
taken an integrated approach to the 


innovations are’ 


basic subfunctions of the total material 
flow process, production or distribu- 
tion. More and more attention is being 
given to “distribution management,” 
“materials management,” “industrial 
“landed costs,” or other seg- 
ments of what might be called a total 
systems or Rhochrematics approach. 
Organization theorists and_practi- 
tioners have paid little attention to 
proposals for bringing all of the activi- 
ties related to material flows under one 
head. Traffic, inventory management, 
in-plant transportation, production 
planning, receiving, storing, and ship- 


logistics, 


ping are functions that are often ana- 
lyzed separately in relatively isolated 
departments of any one company. 

In the past there was little reason to 
consider a systems approach to the 
performance of these functions be- 
cause there were few alternatives and 
standard straightforward approaches 
sufficed. In recent years these activi- 
ties have been complicated many 
times over by production of many new 
products, models, 
other variations. 


colors, and 
There are many new 


SiZeS, 


alternatives in transportation that did 
not exist even 20 years ago; for ex- 
ample, the long liaul private, contract, 
or common carrier truck; “piggy back” 
and many other innovations in con- 
tainerization on land, sea, and in the 
air; and the rapidly developing air 
freight industry with its promise of 
much 

service. 


lower rates and improved 

The revolution that is now going on 
in information gathering, transmission 
and processing provides new dimen- 
sions for managing material flows. 
Growing sophistication in the field of 
management sciences holds excellent 
promise for developing even better 
tools for handling and combining the 
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data that must now be used 
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chrematics. Analyzing the data with 
simple machine techniques is useful; 
the application of operations research 
techniques can prove helpful; and sim- 
ulation of the material flow process 
seems to offer additional promise. 

Top management must become in- 
terested in the Rhochrematics ap- 
proach before any progress can be 
made. A thorough study of company 
goals, plans, programs, and or ganiza- 
tion will reveal the possibilities for in- 
tegrating activities related to the ma- 


terial flow function. When such activi- 
ties are fragmented in different organ- 
izational units, there is no way to even 
approach maximum results. 

In the final analysis, serious consid- 
eration must be given to adjusting the 
organization of the company so that 
many of the interrelated functions be- 
come the responsibility of one execu- 
tive. This executive must be well 
trained, imaginative, and broad enough 
in his orientation to make a complex 
total system function optimally. 
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When a corporation “goes public” and 





seeks capital through sales of stock, 


management acquires not only a whole new set 


of bosses, but vastly increased 


responsibilities and must fulfill its 


duties as if administering a public trust. 


MANAGING A PUBLICLY)WI 


For the past thirteen years, Leo A. 
Weiss, who is now just 41 years old, 
has been President and Chairman of 
the Board of Avien Inc., manufac- 
turers of instruments, controls, and 
major systems for aerospace and 
undersea use. He has also been an 
officer in the Young Presidents Or- 
ganization. His firm became listed 
on the American Stock Exchange in 
1959, so he speaks with authority on 
the factors involved when a corpo- 
ration “goes public.” 


In 1960, a large number of companies 
“went public.” Companies of all sizes 
and types, the majority of them had 
little in common, except their newly 
acquired public ownership—and a 
new set of duties made mandatory by 
their altered status. 

Most of these companies, I am sure, 
are generally well aware of their du- 
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ties as publicly owned organizations. 
But there is one area of “duty” to 
which I believe many companies could 
pay more attention: the duty to their 
stockholders. 

I am not referring to what is com- 
monly called “stockholder relations.” 
Because of the broadened base of in- 
vestorship since World War II, almost 
every company is cognizant of the 
need to maintain good stockholder re- 
lations via such devices as informative 
and readable annual reports, periodic 
communiques to stockholders, more 
accessible annual meetings and revela- 
tion of more operational details. 

What is being referred to is an area 
[ would like to call “the implications 
of stockholder duties.” 

Broadly defined, the phrase “impli- 
cations of stockholder duties” refers to 
the manner in which management con- 
ducts itself for the best interests of the 
shareholder group. 





a eee CORPORATI 
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Because of the increased emphasis on 
stockholder relations in recent years, 
many companies have tended to feel 
that they are adequately discharging 
their “stockholder duties” if they es- 
tablish a good stockholder relations 
program. 

“Keep the stockholders informed.” 

“Let’s make sure we have a good 
communications program to our stock- 
holders.” 

“Give them a feeling they can query 
management whenever they want to.” 

The above utterances, in the opin- 
ions of many managements, appear to 
constitute the beginning, the middle 
and the end of their duties to the stock- 
holders. 

But this can’t be so. Management's 
responsibilities to its stockholders, the 
implications of the duties that man- 
agement must carry out on behalf of 
its stockholders, must go much fur- 
ther. In fact, the implications must per- 


meate the entire conduct pattern of 
the management. 

There are ten basic implications of 
stockholders’ duties that the modern, 
responsible management must be 
aware of, and on which it should act. 


Know Thyself 


«“ 


As soon as a company “goes public,” 
the management has many added re- 
sponsibilities as a result of the in- 
creased ownership. 

One of these responsibilities must be 
a realization on the part of manage- 
ment that there is no room now for 
muddled decisions, lack of clear-cut 
policy, and an absence of knowing ex- 
actly where the company is going. 

Ina privately held concern, the num- 
ber of persons who can be injured by 
poor planning is minimal. But with 
public ownership, this number in- 
creases greatly. Consequently, the 
need for establishing and maintaining 
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a clear organizational direction is man- 
datory. 

In order to have this clear direction, 
it is necessary for management to ad- 
here to the old admonition, “Know 
Thyself.” Management must lucidly 
set forth its policies, goals, capabilities 
and the like, because it is from these 
basic codes that the success of the 
company will flow. 

If the company does not know it- 
self thoroughly, mistakes will con- 
stantly occur because decisions will be 
made on erroneous assumptions. Need- 
less to say, such errors, which will be 
harmful to the company, will be harm- 
ful to the shareholders. 

Equally important as a facet of the 
“know thyself” circumstance is the 
need for management to transmit these 
facts to its shareholders. What are the 
company’s policies? What goals does 
it have? What are its capabilities? 
These are questions to which the 
shareholders are entitled to have an 
answer. 

Managements will soon find that 
making these facts known to the share- 
holders actually will be of great bene- 
fit, because informed stockholders usu- 
ally are satisfied stockholders. True, 
they will become disturbed if circum- 
stances in the company are not good. 
But even in situations of this type, the 
stockholders who have continually 
been given access to the facts will cre- 
ate less difficulties for a management 
than will stockholders who have al- 
ways been kept in the dark. 


Education of Management 


“There are new owners in the busi- 
ness now.” 

This thought, and everything that it 
means, must be clearly brought out, 
presented to, and imbedded into the 
minds of all levels of management. 


Except for top management, the 
switch to public ownership may ap- 
pear to have little real importance or 
impact on the management personnel 
of the company. Their day-to-day du- 
ties seem to go on the same as before, 
regardless of whether the ownership 
is in the hands of a few people or a 
large number. 

However, this actually is not the 
case. Whereas before there was public 
ownership, the decisions that manag- 
ers made affected only a relatively few 
persons, a great many more persons 
now have a stake in the results of these 
decisions. 

The promulgation of the “there are 
new owners in the business now” atti- 
tude is important because it provides 
all levels of management with a frame 
of reference within which to operate. 
Henceforth, management personnel 
actions and decisions must be carried 
out within this frame of reference ie 
acknowledges the presence of a re- 
sponsibility toa broad group of owners. 

It should be obvious that initiation 
and shaping of this “other ownership” 
thinking must be the responsibility of 
top management. After all, we are 
speaking now of a policy for opera- 
tion. And policy making decisions nec- 
essarily must come from top manage- 
ment. 


Implementing New Policy 


What can top management do to 
implement this new philosophy? The 
avenues are many. 

First, for at least six months prior to 
a public offering, top management 
should conduct an intensive education 
program at all levels of management. 
This program should be designed to 
explain why the company is 
public,” 


“going 
and what this means. 


| 
| 
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Emphasis should be placed, not on 
the obvious reasons for public owner- 
ship such as increased capital oppor- 
tunities. Rather, the emphasis should 
be on the increased responsibilities 
that the company is assuming because 
of the much broader group of new 
“owners.” 

Such orientation should continue for 
as long as necessary after public own- 
ership is attained. At every possible 
opportunity, top management should 
refer to the change in ownership sta- 
tus, and should emphasize the mean- 
ing of this new status. 

Valuable means for carrying out the 
orientation include management sem- 
inars, the company house organ, spe- 
cial management communiques, and 
referral to the new status during the 
working relationships that top man- 
agement has with the other manage- 
ment levels. 

It is interesting to note, too, that top 
management's endeavor to instill the 
new philosophy will pay off in hand- 
some supplemental dividends. 

One of the most important of these 
will be an increase in personnel mo- 
rale. 

“Going public” is a sign of company 
growth and achievement. It is an ob- 
vious milestone in the development of 
a company. It signifies that the com- 
pany has become an important enough 
organization so that a great many peo- 
ple are willing to spend their money 
to become a part of it. 

Most of us take pride in belonging 
to something that other people want 
to join. This, of course, is also true of 
company personnel. Consequently, 
when top management continually 
stresses the broadened public owner- 
ship of the company, it will increase 
the over-all morale of the organization. 


Utilize Qualified Financial Counsel 


Expert outside financial counsel is 
expensive, and rightly so, because it is 
extremely important to the future suc- 
cess of the company. 

In the market place of financial 
counsel, as in the market place for all 
other services, there are many grades 
of “goods.” And the maxim holds true 
that “you get what you pay for.” 

Responsible managements must re- 
alize this fact. When capital is tight, 
as it is with most companies planning 
to go public, there is always a desire to 
economize. 

But management can never afford 
to economize on its financial counsel 
for its own good, because “its own 
good” means the eventual good of the 
stockholders. Financial decisions made 
early in the life of a publicly owned 
corporation will affect the future suc- 
cess of that company. Errors will be 
magnified as growth proceeds, where- 
as wise initial planning will pay off 
handsomely. 

When shareholders invest in a com- 
pany, they expect, and are entitled to, 
the finest available financial counsel 
in the management of their equity. To 
give them anything less than this is to 
fail in a major implication of manage- 
ment’s duty to its shareholders. 

The company that does not try to 
economize on such counsel also bene- 
fits in another way. How often are we 
judged “by the company we keep.” In 
the financial world, where the opin- 
ions of analysts, brokers, bankers and 
others are so important to the mould- 
ing of the over-all reputation of a com- 
pany, many an organization has bene- 
fited because it is associated with rec- 
ognized, able financial counsel. 

On the other hand, the company 
which has stinted in this area will re- 
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ceive far less favorable reaction. Such 
a company will find it more difficult to 
deal in the financial market place, to 
raise capital, and to maintain a good 
image of itself in this most important 
opinion making spectrum. 


The Right Publicity 


In the coming years, as never be- 
fore, American companies will require 
ever greater sources of capital. As Mr. 
L. E. Pettit, Manager of Investor Re- 
lations Service, General Electric Com- 
pany, said in a recent speech before 
the American Management Associa- 
tion, “American industry over the next 
ten years faces a productivity chal- 
lenge that can be met only through a 
sharp acceleration of the rate of capi- 
tal investment in comprehensive pro- 
grams of mechanization and automa- 
tion.” 

This sharply increased need for cap- 
ital necessarily means that competi- 
tion for available capital will also in- 
crease in the coming years. Those com- 
panies most qualified and best known 
will have the easiest time obtaining 
their capital, while the lesser known, 
less qualified companies will have a 
more difficult time. 

Therefore, it behooves management 
to cultivate actively the financial com- 
munity. Again, doing so helps insure 
the future success of the company, and 
represents a carrying out of another 
implication of management's duties to 
its stockholders. 

When we say that 
should “cultivate the financial com- 
munity,’ we are thinking in terms of 
a carefully planned program for mak- 
ing the company, and its capabilities, 
well known in financial circles. 

Unfortunately, many company man- 
agements, especially those of smaller, 


management 


re latively unknown companie Ss, have 


not yet realized how important such a 
program is. 

In Avien’s case, we did realize the 
need for this program and it was put 
into effect at the time of our listing. 


Top Level Liaison 


This program has been operating at 
many levels. The primary level is “at 
the top,” and includes meetings with 
key personnel in investment houses 
and banking institutions. Here, by the 
way, is one example of where employ- 
ment of expert outside financial coun- 
sel pays off. Representation by such 
counsel has helped us to achieve a 
liaison with these key personnel. 

A second level of liaison was estab- 
lished with the security analyst por- 
As the 
body of stockholders grows, along with 
a broadening in the number of pub- 
licly owned companies, the stature of 
the security anaiyst is also growing. 
More and more, he is be coming a key 
figure in the assessment of a company’s 
reputation in the financial community. 
Consequently, it is imperative for new, 
publicly owned companies to intro- 
duce themselves to these security ana- 
lysts. 


tion of the financial community. 


We have handled this introduction 
in two forms: individual meetings 
with security analysts, and small, in- 
formal luncheon meetings with groups 
of analysts. 


Meeting the Security Analysts 


We have found such meetings to be 
highly productive in terms of making 
our company better known in the fi- 
nancial community. I believe this can 
best be illustrated by what one ana- 
lyst told me after we had a meeting 
with him. “I always welcome the 
chance to meet personally with top 
management. Figures don’t always tell 
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the true story about a company. I also 
want to know something about the 
persons running the company. It gives 
me perspective and helps me make a 
better analysis of the organization.” 

A third means of making the com- 
pany better known in the financial 
community is through the medium of 
the business press. The editors of these 

ublications are as adept and knowl- 
edgeable about their particular fields 
of interest as are the analysts. They, 
too, welcome the opportunity to meet 
with company managements. In many 
cases, this holds true even when no 
specific story is expected. Naturally, 
the privilege of meeting with an edi- 
tor for a get-acquainted session should 
not be abused because these persons 
essentially are out after a story. But 
we have found that if they are 
forthrightly approached on a get-ac- 
quainted basis, they usually are agree- 
able to it. 


Stockholder Reports 


And finally, a carefully planned pro- 
gram of mail communications to the 
financial community is also helpful for 
making the company better known. 
Quarterly reports, reprints of informa- 
tion, various Communications to stock- 
holders—these should also be sent to 
predetermined members of the finan- 
cial community as a means of keeping 
these persons better informed about 
the company. 

The cumulative effect of these and 
other activities in the same vein will 
make the company better known, and 
favorably so, to the financial commu- 
nity. They definitely do contribute to 
solvi ing management's task when it be- 
comes necessary to approach the finan- 
cial community for capital and other 
aids required for the continued suc- 
cess of the company. 


Since the cultivation of this atmos- 
phere is so important to the future 
success of the company, it can be read- 
ily seen that it is the duty of manage- 
ment to carry out this function as one 
of the implications of its responsibili- 
ties to its stockholders. 


Appropriate Public Statements 
A company president, speaking pub- 


licly, in a sense speaks for all the 
stockholders. What he says will in one 
way or another affect the present or 
future of his company, and this means 
the interests of the stockholders. 

Consequently, the company presi- 
dent, and his top management, must 
realize they have a duty to their stock- 
holders to say just the right thing in 
their public utterances. 

This can be an especially delicate 
situation. There is much room for mis- 
interpretation of statements today be- 
cause so much attention is being paid 
to the stock market with its attendant 
speculation, rumors and tips. 

Misinterpretation can bring about a 
number of damaging results such as 
exploitation of the value of the stock 
out of all proportion, eventual impair- 
ment of the reputation of the company 
as an honest, forthright organization, 
and creation of a generally “wrong” 
impression about the company to its 
various publics. 

Because of these possibilities, man- 
agements must be especially mindful 
of their public utterances. This is not 
to advocate a falsification of facts. 
Such a practice will catch up with a 
management sooner or later, and to 
the detriment of the company and its 
stockholders. But it does mean that 
public statements should be carefully 
prepared and presented in a manner 
that is concise and unmistakably clear 
in intent and meaning. 
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An honest approach to the public ut- 
terances by company officials is the 
best approach, not only because of its 
basic moral right, but because it will 
of itself minimize the breadth of area 
for misinterpretation. 


Stick to Facts 


Facts are facts. If they are presented 
clearly, they will not be open to too 
much misrepresentation. It is only 
when companies, too eagerly intent on 
creating a “good” impression, issue 
cloudy and vague statements that the 
opportunity for misinterpretation is in- 
creased, 

There is also another benefit that 
accrues to managements when they 
carefully plan their public statements 
and make them in a clear, factual and 
concise manner. This is the benefit of 
realizing the greatest potential of what 
they say. 

For example, if your statement deals 
with good news that can help the 
company’s reputation, it usually will 
receive a full and careful airing in 
the financial community based on the 
goodwill you have engendered 
through past honest statements. Or, if 
what you have to say is not so favor- 
able, a poor earnings statement per- 
haps, your reputation for honest, 
forthright past utterances will stand 
you in good stead. 

An editor best summed up this point 
to me following an interview. He said, 
“We won't distort the news, certainly. 
But if a company has bent over back- 
wards to be honest, and to give us all 
the facts on “good” news, when infor- 
mation that is not too favorable to the 
company must be published, we also 
will bend over backwards to give the 
company Officials an opportunity to ex- 
plain the situation and describe the ex- 
tenuating circumstances.” 


It can be seen, therefore, that when 
sticky situations do occur, a reservoir 
of goodwill is very welcome, indeed. 
It will help the company, and by doing 
so, will benefit the stockholders, creat- 
ing a further instance of management 
properly carrying out one of the im- 
portant implications of its duties to its 
stockholders. 


Spare Expense on 
Stockholder Relations 

At first glance, this particular impli- 
cation of management’s responsibilities 
to its stockholders appears to be a 
statement of paradoxes. 

If good stockholder relations are so 
important, why should this be an area 
for sparing expense? The answer lies 
in the realistic manner in which man- 
agements should discharge their stock- 
holder relations programs. 

Earlier in this article, we noted that 
the function of stockholder relations 
has received much emphasis in recent 
years because the shareholder base has 
broadened so greatly. It is proper, of 
course, that stockholder relations pro- 
grams should be emphasized and 
should be keyed toward keeping stock- 
holders well informed. 

But the danger lies in the manner in 
which many companies carry out their 
stockholder relations programs. 

Too many companies try toe mulate 
the few, huge companies in the extent 
and expense of their stockholder rela- 
tions programs as a means of “putting 
their best foot forward.” And _ often, 
their idea of putting their best foot 
forward means producing expensive, 
overdone annual and quarterly re- 
ports, communications to stockholders, 
expensive annual meetings, etc. 

In our opinion, this approach 
negates one of the primary implica- 
tions of management's responsibility to 
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its stockholders, the wise and prudent 
administration of the shareholders’ 
equity. , 

Stockholders should be kept fully 
and frequently informed on the activ- 
ities of their company. But manage- 
ments should pay more attention to 
doing this within a realistic expense 
limit. 

A good and effective stockholder re- 
lations program can be carried out in- 
expensively. In our case, for example, 
we have been able to turn out quar- 
terly reports at a relatively negligible 
cost by adopting a uniform format 
with a minimum of elaboration. The 
same has held true in the development 
of special reports to stockholders 
which we frequently disseminate as a 
means of keeping them informed be- 
tween quarterly reports. 

Perhaps the key yardstick here is to 
consider this fact: it is more important 
what you say to the stockholders than 
in what visual form you present it. 
Almost every stockholder will resent 
his mone y—and it truly is his money— 
being spent on elaborate brochures 
and presentations. He wants to know 
about his company, ,and he welcomes 
periodic mailings of information. But 
he would prefer to receive this infor- 
mation in a plain, intelligent manner 
rather than have it garnished with a lot 
of expensive dross. 


Answer Queries Frankly 


We mentioned earlier the need to 

make the company better known to the 
financial community. But the “open 
door policy” is something else again. 

Frequently, especially if something 
significant is happening at the com- 
pany, inquiries will come in from 
members of the financial community. 
These should, and must be, promptly 
and forthrightly answered. Failure to 


do so may lead to conjecture and sup- 
position on the part of the financial 
community. In turn, this may result in 
the possibility of erroneous informa- 
tion being developed that can affect 
the stock of the company with an ulti- 
mate detrimental effect to the equity 
of the stockholders. 

In the handling of inquiries from 
the financial community, many com- 
pany top managements, especially 
those of smaller organizations, com- 
plain that “we could spend all day 
answering inquiries. We just haven't 
got the time to spare.” 

We all recognize that top manage- 
ment can get into a time trap in this 
respect. One way of avoiding this, 
however, may be by using a method 
we have employed. It has worked well 
for us. 

Initial inquiries are channelled 
through our public relations personnel 
who will answer the questions if pos- 
sible. But if public relations feels the 
answers must come from top manage- 
ment, they will either obtain these 
answers for transmittal to the inquiree, 
or arrange for a member of Avien’s top 
management to call the person by 
phone. 

This arrangement enables us to 
handle many inquiries quickly and to 
everyone's satisfaction. But the most 
important value lies in the fact that 
analysts and other persons especially 
interested in Avien have gotten into 
the habit of “checking out” with us 
any rumors they have heard about the 
company. In this respect, our “open 
door policy” makes it possible for us 
to make sure our “side of the story” 
always is told—and told correctly. 

In conducting an open door policy, 
it is also important for managements 
to adhere to a single standard and not 
play favorites in giving out informa- 
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tion. Each financial community in- 
quiry should be answered in the same 
way, providing the same amount of 
information. 

Of course, if one analyst does a 
better questioning job and comes away 
with more information, he should not 
be penalized. But on similar inquiries 
from different sources, equal informa- 
tion should be disseminated. Failure 
to do so will destroy the validity and 
value of the open door policy. 


When Not to Declare Dividends 

In financial policy, wise manage- 
ment must not be too greatly influ- 
enced by stockholder considerations. 

Initially, this may seem like a heretic 
point of view in a discussion of the 
implications of manage ment’s re spon- 
sibilities to the stockholders. But it 
isn’t. 

What we are talking about now is 
the too frequent attitude of manage- 
ment that “we just have to maintain 
our record of uninterrupted dividend 
payments to the stockholders,” or, the 
idea that because the company has a 
good cash position, “the stockholders 
will kick if we don’t give them a bigger 
dividend.” 

A management thinking along these 
lines runs the danger of carrying out 
unwise dividend practices—at the ex- 
pense of the future health of the com- 
pany. It’s nice to declare dividends. 
But, have sufficient funds been put 
aside for depreciation? Do we leave 
ourselves in a weak cash position by 
declaring this dividend? These are 
some of the questions management 
must ask itself. 

In this area, perhaps more than in 
many others, management must be 
strong in standing up to possible stock- 
holder demands for the ultimate good 
of the stockholders. Failure to do so is 


an example of failure to meet the im- 
plications of stockholder duties. 


You’ve Got to Make a Profit 

In the mass of advanced sociological 
thinking prevalent now-a-days, much 
is heard about a company’s social re- 
sponsibility, about its duties to the 
community and to its workers. And 
frequently, if the profit motive is men- 
tioned at all, it is in hushed tones. 
There seems to be something unsavory 
about profitability. 

I firmly believe this to be wrong. A 
company is in business for many rea- 
sons, including its social responsibility, 
its duty to its employees and the com- 
munity. But the most important and 
primary reason for a company’s exist- 
ence is to make a profit, to create a 
situation of profitability for its share- 
holders. 

Companies will vary in their ap- 
proach to maintaining profitability. 
And this is just as well, because each 
company is a separate organism with 
different means for obtaining profita- 
bility. 

But, all of these companies have one 
thing in common. It is their duty to 
their stockholders to work for profita- 
bility at all times. And managements 
should not be reluctant to assert pub- 
licly that this is their prime function. 

In considering their duties to the 
stockholders, managements must con- 
tinually relate all activities to the profit 
motive. Whatever decisions they 
make, whatever policies they follow, 
all must be based on the assumption 
that profitability is the basic goal. It 
should be evident that only through 
profitability will the company be dis- 
charging its ultimate duty to its stock- 
holders, that of providing a profit to 
the owners who have invested in the 
organization. 
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“Prudent Man” Attitude 


The final implication of manage- 
ment’s responsibilities to its stock- 
holders is really a broad, over-all “atti- 
tude” that management should imple- 
ment in its operations. 

In financial trust management, refer- 
ence is often made to the “Prudent 
Man” who is expected to function at 
all times on behalf of the trust interest 
for which he is responsible. Manage- 
ments would do well generally to 
adopt this “Prudent Man” approach in 
the conduct of their business. 

This is a far reaching implication of 
duty to the stockholders. It covers not 


only the financial management of the 
corporation, but every other activity of 
the organization insofar as it affects 
the present and future well being of 
the firm. It includes imaginative future 
product and market planning with 
built-in flexibility to meet technologi- 
cal and economic changes, building 
the management team and making 
provision for the training of future 
managers, sound, long-range financ- 
ing, the creation of a favorable corpo- 
rate image, and the many other ele- 
ments necessary in the best interests of 
the stockholders for whom manage- 
ment holds a trust. 














A SIMPLIFIED CAPITAL 
BUDGETING APPROACH TO 
MERCHANDISE MANAGEMENT 


RICHARD H. HOLTON 


Perhaps the traditional Controllers Congress measures of a good merchan- 
dising operation need re-examining. For, after all, profits are more precious 
than markup and a stock turn based on loss leaders puts no black ink on 
anybody's books. Capital budgeting based on contribution-return on inven- 
tory investment provides a new approach which could maximize profits. 


Dr. Holton, Associate Professor of 
Business Administration at the Uni- 
versity of California, Berkeley, is the 
co-author of two books on economics 
and marketing and author of several 
articles on various aspects of distribu- 
tion. At present he is preparing a mon- 
ograph on the Census of Business for 
the Social Science Research Council. 


"Tue rationalization of decision-mak- 
ing in the manufacturing sector of the 
economy in recent years has advanced 
at a pace which most retailers have 
apparently been unable to match. Man- 
ufacturers have been making increas- 
ing use of such devices as mathemati- 
cal programming of production to 
make optimum use of equipment; ap- 
plication of the theory of inventory 
controls to give the economic order 
quantity and optimum stock levels; 
and capital budgeting to assure opti- 
mal use of funds. 

Although a handful of large retail- 
ers are experimenting with the appli- 
cation of modern control techniques, 
these advances are clearly neither so 
numerous nor as significant in retail- 
ing as in manufacturing. It may not be 
an exaggeration to say that in the mod- 
ernization of decision-making tech- 
niques, the race between manufactur- 
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ing and retailing thus far has been a 
case of the hare and tortoise. 

We need not search far for the roots 
of this disparity. First of all, success- 
ful retailing has always called for more 
artistry than has successful manufac 
turing. Contrast the manufacturing of 
a television set with the retailing of 
that same television set. The manufac- 
turer faces a limited number of alter- 
natives in the design and pricing of 
the product; and he produces several 
combinations of design and price so 
that he may meet a high proportion of 
the consumers’ preferences. Once this 
decision is made, he then produces to 
specification in the most economical 
way (until the next model change). 
Thus, there is great emphasis on cost 
control. 

The retailer of television sets, cn the 
other hand, attracts customers to his 
television department not simply be- 
cause of the price and design of the 
sets he displays, but because of count- 
Cus- 
tomers are attracted by other depart- 
ments, by special promotions, by the 


less other features of the store. 


nature of the advertising, by the ap- 
pearance of the store, by the courtesy 
of the clerks, credit plans, delivery 
service and so forth. Just what com- 
bination of all 


these features will 
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prove most appealing to consumers is 
very largely a matter of insight devel- 
oped from experience. 


Management by Hunch 


The effect of changes in any of these 
policies is difficult to quantify, and the 
effect of any such change may be dif- 
ferent from one month to the next. The 
number of relevant variables and the 
difficulty of quantifying them seems, 
in the case of retailing, to have led to 
management largely by hunch and in- 
tuition. Furthermore, the retailer in so 
many instances handles such a huge 
number of items (10,000 or more, for 
example, in many supermarkets) that 
careful application of quantitative 
techniques to each item would be pro- 
hibitively expensive. 

A second reason for the lag in the 
application of more modern methods 
to retailing often rests on the simple 
fact that the number of employees per 
firm is so much greater in manufactur- 
ing than in retailing. One of the virtues 
of greater size is, after all, the speciali- 
zation of managerial talent which it 
permits. 

So in manufacturing we would ex- 
pect to find, as a rule, more specialists 
in different phases of management 
than would be the case in retailing. 
Of course, the largest retailers in the 
country are large even by manufactur- 
ers’ standards. But, even in large-scale 
retailing, size is achieved in a rela- 
tively unique manner, namely by join- 
ing together comparatively small units 
(branch stores or departments) which 
are in many respects autonomous man- 
agerial entities in which managerial 
specialization is limited. 

The retailer's stress on merchandis- 
ing tactics can in part be explained by 
the cost conditions he faces. His ex 
penses are largely fixed in the short 


run, so his profit position is deter- 
mined primarily by his sales. The 
manufacturer, on the other hand, faces 
quite different cost conditions. If his 
sales slow down he can reduce his 
work force or close down completely 
for a few weeks while he sells from 
inventory. But the retailer’s work force 
produces a service, viz., the service of 
waiting on customers, and this service 
cannot be produced for inventory if 
people happen not to come into the 
store on some days. 


Retailer Has High Fixed Costs 


True, the retailer may vary his sales 
force so that it fits the expected pat- 
tern of sales, but the point is that the 
retailer first decides on the size and 
distribution of his sales force, then he 
hopes that customers will come in so 
that his clerks can produce service. 
Little wonder, then, that the retailer 
historically has been somewhat more 
volume conscious than has the manu- 
facturer. The manufacturer, who can 
match costs to output much more 
readily than can the retailer, has laid 
more stress than the retailer on cost 
control. 

The far greater density of trained 
engineers in manufacturing is proba- 
bly another part of the explanation. 
The engineer, accustomed to a ra- 
tional, pragmatic approach to manu- 
facturing problems, is predisposed to 
work with quantitative information 
and with production, rather than sales, 
problems. But in the mind of the mer- 
chandiser or salesman, by contrast, 
customers take precedence over costs. 
Retailing, involving almost no physical 
transformation of the goods handled, 
is rarely in need of an engineer. The 
merchandiser’s outlook, rather than 
the engineer's, obviously prevails, and 
for good reason. 
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“The Customer Comes First’ 


This contrast may be overdrawn a 
bit, but surely it exists nonetheless. It 
is true, however, that retailers have 
been taking certain steps in recent 
years to narrow this gap. After the war 
the Controllers’ Congress of the Na- 
tional Retail Dry Goods Association, 
now the National Retail Merchants 
Association, appears to have taken the 
first major steps toward more ra- 
tional approach to retail management 
procedures. 

The downtown department stores’ 
postwar difficulties with the discount 
house on the one hand and the subur- 
banization of retailing on the other 
unquestionably were influential in mo- 
tivating major metropolitan retailers 
to sharpen their pencils and examine 
their costs and operating methods 
more carefully. The result was the now 
famous Standard Expense Center Ac- 
counting technique for allocating costs 
to centers within the store. 

The individual in charge of each 
center could then be charged with the 
responsibility for keeping his control- 
lable costs in hand. More recently, at 
least one version of merchandise man- 
agement accounting has been built on 
the expense center cost approach to 
give a means of allocating controllable 
costs to individual shipments of goods 
so that the contribution to overhead 
and profit can be ascertained for that 
item, assuming various prices.’ 

In both expense center accounting 
and merchandise management ac- 
counting one finds a heavy emphasis 
on the allocation only of controllable 
costs, i.e., costs which would not have 
been incurred if the decision in ques- 
tion had not been made. For example, 
in merchandise management account- 
ing a shipment of goods is allocated 


only those costs which would not have 
been incurred if that shipment were 
not bought. 

The difference between this incre- 
mental cost and the net sales value of 
the item in question yields the con- 
tribution to overhead and profit asso- 
ciated with the shipment being con- 
sidered. This is nothing more than an 
application of the incremental (or, to 
the economist, marginal) analysis. The 
emphasis on the contribution to over- 
head and profit has been developing 
gradually over the years and now 
seems to be reasonably well estab- 
lished in the thinking of at least the 
more progressive retail store operators. 


Gross Margins and Profits 


Despite the growing acceptance of 
the contribution to overhead and profit 
as a basis for certain types of merchan- 
dising decisions, there can be little 
doubt, as McNair and May point out, 
that retailers still lean primarily on 
other indices of performance.’ Too of- 
ten these indices are gross margin per- 
centages or other ratios to sales, which 
ratios of course have only an indirect 
relationship to dollar profits. 

Information on “typical” ratios for 
different types of retailing is rather 
widely circulated via the trade jour- 
nals and of course the firm will have 
its own historical ratios. Retailers often 
then find themselves using the histori- 
cal ratios, qualified a bit by the indus- 
try-wide ratios, as goals. The possibil- 
ity that the historical or “typical” ratio 
may not be the best one seems to be 
examined less often than one might 
expect it to be. 

There can be little question that the 
practice of applying set mark-ups al- 
most automatically left some types of 
retailers very vulnerable to new com- 
petition which was taking another look 
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at cost and demand conditions. But 
this is a complaint against nearly all 
automatic means of computing mark- 
ups, not just the particular one which 
has been employed historically by so 
many retailers. 

How might the performance of a de- 
partment be evaluated and compared 
with other departments? How might 
the performance of one line within a 
department be compared with other 
lines? These are clearly two of the 
most troublesome questions for the 
retailer as he considers his control 
methods. If the weak departments (or 
lines within departments) could be 
spotted readily, then they could be 
contracted or eliminated if improve- 
ments in performance could not be 
achieved by any of the more common 
merchandising remedies such as alter- 
ations in display, promotion and so 
forth. If the strong departments can 
be identified easily, then they might 
profitably be expanded at the expense 
of the less successful departments. 
And perhaps new departments should 
be introduced. 


“We Love That Markup” 


But the usual measures of perform- 
ance are poor guides for this sort of 
decision. For example, one food chain 
executive, clearly perplexed by the 
problem of deciding whether the firm’s 
supermarkets should introduce soft 
goods departments, said that the com- 
pany policy is to leave the decision to 
the individual store manager since the 
firm has no answer to the problem. 
“We love that markup,” he said, “but 
we hate that turnover.” The manage- 
ment had not determined a means of 
reconciling these two measures of per- 
formance. 

The argument of this article is that 
these troublesome questions can be 


answered simply and with tolerable 
accuracy if the problem of achieving 
a profit-maximizing balance among 
merchandise departments is viewed 
basically as a problem in capital budg- 
eting. Considered in this way, a num- 
ber of the nagging problems in retail 
store management are put in a new 
and, it is hoped, helpful light. 

We shall first spell out the argument 
that the capital budgeting approach 
calls for maximizing what we will term 
the “contribution-return on inventory 
investment.” Then this approach to 
the problem of merchandise manage- 
ment will be applied to an illustrative 
case. Finally, certain of the policy 
problems implied by this approach 
will be discussed. 


Capital Budgeting an Answer 


It should be stressed at the outset 
that the capital budgeting approach to 
merchandise management is not really 
new. The idea of viewing the contri- 
bution to overhead and profit as a re- 
turn on inventory investment has been 
ducking on and off the stage in a non- 
speaking role for some time. But it is 
the contention here that it should 
spend much more time down-stage 
center and be given star billing as 
well. 

For the sake of simplicity, we will 
assume that the retail firm is inter- 
ested primarily in maximizing dollar 
profits. Although in reality the retailer 
may be interested in certain other 
goals as well, presumably the rational 
procedure for the design of marketing 
policy in this context would call first 
for identifying the profit-maximizing 
policy, then altering that policy insofar 
as is necessary to bring it into con- 
formity with any other goals of the 
firm which may conflict with profit 
maximization. 
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Profits Are Better Than Markup 

We are concerned here only with 
the design of the profit maximizing 
policy. This emphasis on profit maxi- 
mization is undoubtedly far less com- 
mon in retailing than it might be. Mc- 
Nair and May have noted the retailer's 
fondness for achieving a certain real- 
ized gross or net profit percentage 
when they say that attention has been 
“focused on ratios to sales rather than 
on dollars, and the convenient per- 
centages have become crutches.” In 
this paper we will keep this goal of 
maximum dollar profits firmly in mind. 

Can any of the well-known meas 
ures of departmental performance (or 
performance of a line within a depart- 
ment) be used by itself as an index of 
profitability? As every retailer is aware, 
the answer, of course, is “no.” If De- 
partment A has a higher realized gross 
margin percentage than does Depart- 
ment B, A’s total sales may be so low 
as to make it far inferior to B. 

Conversely, Department B= may 
have a far higher turnover than does 
A, but whether this makes B the bet- 
ter department depends on the price 
and the costs in Department B; after 
all, turnover in many instances could 
be maximized by selling below cost. 
Sales per square foot is a measure 
commonly used to compare depart- 
ments; but the department with the 
highest sales per square foot may also 
have very high costs per square foot. 
And sales per square foot could be in- 
creased almost indefinitely if promo- 
tional expenditures for that depart- 
ment were continually increased, but 
of course at some point these promo- 
tional expenditures would exhaust the 
dollars of margin provided by that de- 
partment. Obviously, the sales crite- 
rion is inadequate. 


More recently dollars of gross mar- 
gin per square foot have been men- 
tioned as a guide. But in some depart- 
ments the cost of generating a dollar 
of gross margin per square foot is 
much greater than in other depart- 
ments. Surely, selling costs, delivery 
and credit costs and the like vary sub- 
stantially among departments in stores 
of any size, making for “low cost” dol- 
lars of gross margins in some depart- 
ments, and “high cost” dollars of gross 
margins in others. 

This weakness can be corrected at 
least in part by deducting from the 
dollars of gross margin in each depart- 
ment the direct operating costs, giving 
the contribution dollars (“controllable 
profit”) per square foot. But even this 
measure is incomplete, for it fails to 
recognize that different amounts of in- 
vestment in inventory are required in 
different department or lines within 
departments to generate the contribu- 
tion to overhead and profit. This sug- 
gests that the dollars of contribution 
expressed as an annual percentage re- 
turn on the inventory investment, may 
be the best available all-purpose cri- 
terion of performance of the individual 
department. 


Contribution-Return 


This contribution-return on invest- 
ment, i.e., the dollars of annual con- 
tribution per dollar of average inven- 
tory investment, has much to recom- 
mend it as a criterion of performance. 
Its greatest virtue is that it reflects the 
rate of sale, the turnover rate, the gross 
profit percentage, the direct costs of 
handling and the dollars tied up in in- 
ventory investment. If the turnover 
increases, obviously the contribution- 
return on investment is increased. If 
the gross margin is increased, and the 
number of units sold per time period 
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remains unchanged, the contribution- 
return is increased. If sales are in- 
creased, the contribution return will 
not be altered unless the sales increase 
proportionally more than the average 
investment and the direct costs of sell- 
ing the merchandise. If selling costs 
rise, the contribution-return on invest- 
ment falls. If any of the direct operat- 
ing expenses increase, the contribu- 
tion-return falls. All of the common 
criteria of performance, except those 
including floor area as a factor, are re- 
flected in this one measure. The reason 
for omitting area considerations from 
the contribution return on inventory 
investment will be taken up later. 

The full scope of the contribution 
return on inventory investment can be 
seen most clearly, perhaps, in sym- 
bolic terms. 

Let: 

C = contribution as a percentage re- 

turn on inventory investment 

S=net sales in the given depart 

ment 

W =net invoice cost of goods sold 

by the department 

D = direct expenses for the depart- 

ment 

I=average investment in inven- 

tory in the department 
Then: 
C=100x(S-W-D)/I 


Turnover is W/I; if the percentage 
markup is held constant and turnover 
increases, (S-W)/I increases, raising 
C. Since the realized gross margin per- 
centage is (S-W)/S, an increase in 
this percentage, whether achieved by 
increasing S or decreasing W, increases 
C. And of course a reduction in direct 
expenses decreases the value of D and 
therefore increases C. Thus it seems 
apparent that the contribution-return 
on investment brings these common 


measures of departmental perform- 
ance together into a single index.’ 

Is the maximization of the contribu- 
tion-return on investment for all de- 
partments combined, i.e., for the firm, 
identical with profit maximization? 
The answer is in the affirmative if one 
assumes that the amount of investment 
is fixed. If this fixed investment as- 
sumption is dropped and the capital 
invested in the firm is increased, one 
would expect an increase in profits 
which is less than proportional to the 
increase in investment. (This assumes 
that the most profitable uses of capital 
have already been exploited.) 

Here the dollar profits would be in- 
creased while the return on invest- 
ment would decrease and profit maxi- 
mization would not yield the same 
solution as maximizing the return on 
investment. But if the investment in 
the firm is fixed, any increase in dol- 
lars of net profit brings a proportional 
increase in the percentage return on 
investment. 


Maximizing Return 


Therefore the retailer may choose to 
focus on maximizing return on invest- 
ment, if he wishes, without departing 
from the profit maximizing goal if he 
realizes that this proposition holds 
only if investment funds are taken as 
given. The analysis which follows can 
easily be extended to fit the case in 
which the investment funds are not 
fixed. 

Is maximizing the return on the 
firm’s investment in inventory consist- 
ent with profit maximization? A re- 
tailer’s investment funds might be 
shifted out of buildings, say, by means 
of a sale and lease-back arrangement, 
the funds being put into inventory. 
This could result in greater dollars of 
net profit but a lower return on invest- 
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ment in inventory. In other words, the 
dollars of net profit might increase by 
a smaller proportion than the invest- 
ment. But if the investment in inven- 
tory is given, profit maximization is in 
fact identical with maximizing return 
on inventory investment. 

With a given investment in inven- 
tory, then, profit maximization calls 
for maximizing return on that inven- 
tory investment. Since the retailer's 
fixed (unallocable) costs are a constant 
in the short run, maximizing profit can 
be achieved by maximizing the contri- 
bution to overhead and _ profit ex- 
pressed as a percentage return On in- 
ventory investment. Thus with a given 
investment in inventory, those invest- 
ment funds should be allocated among 
departments and among goods within 
departments so as to maximize the 
contribution to overhead and _ profit 
per dollar of inventory investment.’ 


An Illustrative Case 


We can now proceed to apply this 
criterion to an illustrative firm and to 
compare it with the other criteria 
commonly used. The firm, a student 
book store, offers an excellent case for 
the purposes of exploring the prob- 
lems of applying the capital budgeting 
approach for several reasons. Not only 
are the accounting records readily 
available; the store is also big enough 
to have the departmental balance 
problem without being so large that 
compilation of the data is troublesome. 
Also, the fact that it is primarily a 
book store focuses attention on the 
familiar problem of the treatment of 
the department which appears to be 
performing poorly when viewed by 
itself but which may be the primary 
reason for the store’s existence or in 
some degree a “leader” or “traffic- 
builder” department. 


Selected operating data for the store 
are given in Table I. Let us assume 
that the direct expenses are allocated 
correctly to the various departments; 
Table I, computed from Table I, 
simply shows the rank of each depart- 
ment by the various criteria of per- 
formance. 

Two major points are immediately 
apparent in Tables I and II. First, by 
any of the criteria shown, the per- 
formances of the various departments 
vary widely. Secondly, no individual 
department is consistently best or 
worst among the six. 

Needless to say, the department 
which ranks high in turnover rate is 
also likely to rank high in sales per 
square foot, dollars of gross margin 
per square foot, contribution _ per 
square foot and contribution per dollar 
of investment; but all the percentage 
of sales criteria are correspondingly 
low. As every retailer recognizes, a 
department with a relatively high 
turnover shows a relatively low per- 
centage gross margin in part because 
the turnover is high. 

The contribution-return on inven- 
tory investment is highest for the 
candy, tobacco and magazines depart- 
ment, turnover being great enough to 
offset easily the low gross profit per- 
centage. Books also carry a low gross 
profit margin, but the turnover, 
though second among the six depart- 
ments, is nevertheless so low that the 
contribution as a percentage return on 
investment is also very low. The wide 
variation among the common criteria 
of performance underscores the neces- 
sity for a simple measure which com- 


_bines the usual criteria into one. 


Policy Implications 


One’s initial reaction to Tables I 
and II is that this book store should 
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abandon the book business and con- 
centrate on candy, tobacco and maga- 
zines if it wishes to maximize the con- 
tribution as a percentage return on 
inventory investment. But of course 
this recommendation is ridiculous. 
The contribution-return on inventory 
investment shown in Table I, although 
it is better than the other criteria, can- 
not be used as the basis for policy 
recommendations without further re- 


finement. In order to consider intelli- 
gently the policy implications of the 
capital budgeting approach to mer- 
chandise management, we must first 
examine in more detail the logic un- 
derlying the use of the contribution- 
return on inventory investment as a 
criterion of performance. 

To simplify the problem we will 
assume for the moment that the de- 
mand for any one item in the store 


TABLE II 


RANKING OF DEPARTMENTS IN ILLUSTRATIVE STORE, BY VARIOUS PERFORMANCE CRITERIA 


Performance Criterion Books 

Sales per square foot 2 
Gross profit percentage 6 
Net profit percentage 6 
Dollars of gross profit per square 

foot 2 
Turnover rate 2 
Contribution per sq. ft. 2 


Contribution as percentage of 

sales... 6 
Contribution return on invest- 

| ae 6 


Source: Table I. 


is independent of the demand for all 
other items. This ignores the problem 
of the leader or traffic-builder depart- 
ment, a problem to which we will re 
turn at a later point. 

Before any move is taken to shift 
inventory investment out of the less 
profitable departments and into the 
more profitable ones, the retail mana- 
ger should ask whether he is allocating 
his investment funds as efficiently as 
possible within any single department. 

Here a variation of merchandise 
management accounting can be 
brought into play. If the merchandise 
management accounting method sug- 
gested either by Jones or by McNair 
and May is altered slightly to show 
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for individual types of goods the con- 
tribution in the form of the equivalent 
annual return on inventory  invest- 
ment, merchandise management ac- 
counting can be used to make opti- 
mum use of funds within any single 
department. 

This point calls for some amplifica- 
tion. In his original discussion of mer- 
chandise management accounting, 
Jones noted that the objective of mer 
chandise management accounting is 
to estimate the prospective profit con- 
tribution of any item of merchandise. 

He then stated, “From an economic 
standpoint, this requires the ultimate 
expression of such information in 
terms of rate of return on inventory 
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investment as the true criteria of 
profitability.” Yet his suggested pro- 
cedure detours away from that ulti- 
mate objective, for he expresses the 
dollars of controllable profit as a per- 
centage of sales. It is apparently this 
controllable profit by itself or as a 
percentage of sales which he would 
suggest the department buyer use as a 
guide in selecting merchandise. It 
would be much more appropriate for 
the controllable profit to be expressed 
as an annual percentage return on the 
investment. 


Purchase Return Over Outlay 

McNair and May in their discussion 
of merchandise management account- 
ing suggest that the contribution to 
overhead and profit be expressed as 
a “return on purchase outlay,” i.e., as 
a percentage of the net invoice price 
of the shipment of goods being evalu- 
ated. But this measure fails to give 
adequate weight to the rate of turn- 
over. 

Two shipments of goods may each 
show a purchase return over outlay of 
25 per cent by the method suggested 
by MeNair and May although one may 
have a rate of stock turn twice as great 
as the other. The percentage return 
on purchase outlay in this instance 
makes the two items appear equally 
attractive investments, although in 
fact one is clearly preferable to the 
other. 

To convert this return on purchase 
outlay to an annual rate of return 
equivalent, three steps are necessary. 
First, the average investment in the 
goods and the accounts receivable 
arising from the sale of the goods 
should be substituted for the purchase 
outlay. As soon as the goods begin to 
sell, and the accounts receivable col- 
lected, the retailer is recouping his in- 


vestment; therefore as a first approxi- 
mation, one can assume that the items 
in the shipment are drawn down at 
a constant rate over time so that the 
average investment in the goods is 
roughly one-half the funds invested in 
these goods at the time the first unit 
is sold. 

Secondly, the purchase outlay does 
not represent the retailer's total in- 
vestment in the item. The firm has 
paid out not only the purchase price 
but also the direct costs of selling the 
item, or at least the direct costs of 
processing the item and putting it 
into selling position. So the initial in- 
vestment is the purchase outlay plus 
those direct selling costs incurred prior 
to the actual sale. To say that the in- 
itial investment is only the purchase 
outlay can be compared with the argu- 
ment that the manufacturer’s invest- 
ment in finished goods consists only 
of the raw material costs, exclusive of 
direct processing costs. 


Stock Turn 


The third step is equally simple. 
The contribution percentage must be 
expressed in terms of an annual re- 
turn on investment. Thus, the dollars 
of contribution, divided by the aver- 
age investment, in the given item, 
should be multiplied by the estimated 
number of stock turns per year for the 
item in question to yield a contri- 
bution-return on average inventory 
investment. This permits sensible com- 
parisons of items with different turn- 
over rates. For more accurate esti- 
mates, the length of an average stock 
turn for an item should be computed 
from the date cash is actually paid out 
for the merchandise to the date when 
cash is collected for it. 

How might this procedure be ap- 
plied in practice? Jones has noted that 
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it is possible to separate the direct 
costs into two categories. One of these 
categories consists of those direct costs 
which vary with the number of physi- 
cal units handled; the other category 
consists of those direct costs which 
vary with the dollar value of sales. 
Jones indicates that there are rela- 
tively few of these cost patterns, i.e., 
relatively few combinations of the two 
types of direct costs, in a given store. 
For each pattern he suggests that a 
chart be constructed showing the con- 
trollable profit (as a percentage of net 
sales) resulting from any given selling 
price, assuming different percentage 
markups. 

The Jones approach, though cer- 
tainly attractive in that it focuses on 
controllable profit, still falls short of 
providing the information he says we 
really want, namely information on 
the contribution as a rate of return on 
inventory investment. 

This drawback can be overcome 
rather simply. On any single item 
being considered for purchase by a 
department buyer, the contribution- 
return on inventory investment equals 
the contribution (in dollars) divided 
by the average investment (computed 
as one-half of the purchase price plus 
one-half of the cost of getting the mer- 
chandise into selling position) the 
whole expression being multiplied by 
the expected turnover rate and then 
by 100 to give a percentage figure. 


Let 


C = contribution percentage re- 
turn on inventory invest- 
ment 


C’ = contribution per unit in dol- 


lars 
T = turnover rate’ 


S = selling price per unit 


W = net purchase price per unit 
[ = average inventory invest- 
ment 


D, = direct cost, in dollars, per 
unit handled 


D., = direct costs which vary with 
dollar sales, expressed as a 
percentage of selling price 

Then 


v/s 


C=u—-T-10 
but since 

(’= §S —-(W+ D, + DS) 
and 

IT = 1/2(W + D, + DS) 
then 


1/2W + D, + DS) 





which reduces to: 


S 
C = 200T - 
2007 ew ) 


For any given cost pattern, the above 
expression can be put into tabular 
form for various probable values of 
T, W and S. 

Table III is a very limited version 
of such a table, with the costs pattern 
being one in which D, equals $4.00 
and D, equals 10 per cent. The in- 
voiced cost is $10.00 in this example. 
Similar tables, including more values 
of T and S, could be easily computed 
for other costs. The department buyer 
could enter the table at the selling 
price of the item under consideration 
and then read off directly the contri- 
bution return on investment permitted 
by the expected turnover rate. Of 
course, the higher prices would pre- 
sumably be associated with lower 
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turnover rates. By means of this table 
the contribution-return on investment 
approach can be used as a basis for 
pricing policy. 

Table III is only illustrative of the 
end-product of the capital budgeting 
approach and should not be taken as 
the only means of presenting the re- 
turn on investment for the buyer's 
prospective purchases. If the firm’s 
policy is to use strict price lines in a 


given department, the return on in- 
vestment table might show only these 
price lines as values for X. 

Not every conceivable combination 
of price and turnover rate a buyer 
might face needs to be included in 
such a table, of course, since crude 
interpolation is simple. And, of course, 
such a table designed for actual use 
would not carry values for S or T 
which give negative values for C. Such 


TABLE III 
CONTRIBUTION TO OVERHEAD AND Prorit EXPRESSED AS AN ANNUAL RATE OF RETURN ON 
INVENTORY INVESTMENT, FOR SELECTED TURNOVER RATES AND SELLING PRICEs, 
ASSUMING D, = $4, D. = .10, AND W = 10 


76 | 


r 
$13.00 $14.00 $15.00 

6 ISO .36 109.08 38 

8 240.48 145.44 —51.68 

10 300.60 IS1.80 -64.60 

12 360.72 | —218.16 —77.52 

14 ; 420 S84 254 . 52 —90 .44 


values are left in Table II so that the 
full pattern of C-values can be seen. 

It is critical to emphasize that a table 
such as that illustrated is only a guide 
to judgment, for the buyer applying 
the table must estimate what turnover 
is likely to result from each possible 
retail price. If he wishes to price the 
item in question to earn, say, a 165 per- 
cent contribution-return, Table III 
shows that to earn such a contribution- 
return at a price of $17.00 requires a 
turnover rate of 10, whereas an $18.00 
price requires a turnover rate of only 6. 

Let us presume that the retailer 
does utilize this modified version of 
merchandise management accounting 
to estimate the contribution-return on 
inventory investment for the individ- 
ual items stock within each depart- 
ment. Furthermore, we will temporar- 


S 

$16.00 $17.00 $18.00 $19.00 20.00 
30.72 99.36 167.04 | 234.00 | 300.00 
40.96 | 132.48 | 222.72 | 312.00 | 400.00 
51.20 165.60 | 278.40 390.00 | 500.00 
61.44 198.72 | 334.08 | 468.00 | 600.00 
71.68 | 231.84 389.76 | 546.00 | 700.00 


ily retain the assumption that the 
demand for each item is independent 
of the demand for all other items. 
From among the items that might be 
bought for each department, the ra- 
tional retailer would attempt to select 
those which he estimates would bring 
the greatest contribution-return on in- 
vestment. 

If we conceive of a single depart- 
ment which is being expanded in 
terms of inventory investment and 
space and facilities devoted to it, there 
must be some size beyond which incre- 
ments of investment are associated 
with smaller and smaller contribution 
percentage returns on investment.’ In 
other words, the incremental or mar- 
ginal contribution percentage return 
on investment surely must begin to 
fall at some level of investment.* 
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Marginal Contribution-Return 

Within this framework of assump- 
tions, it is clear that if profits are to be 
maximized, investment funds should 
be allocated among departments so as 
to equate the marginal contribution- 
return on investment.” In other words, 
the departments are in balance if the 
next $100 invested in Department A 
would result in the same additional 
contribution as would an additional 
$100 invested in Department B or an 
additional $100 invested in Depart- 
ment C, and so on. If the marginal 
contribution-return in Department A 
is greater than that in Department B, 
profits would be increased if funds 
were shifted out of Department B and 
into Department A. Since the lines 
bringing the lowest contribution- 
return would be dropped from B, the 
marginal rate in that department 
would thereby be increased. 

In Department A, the addition of 
inventory would decrease the contri- 
bution at the margin. This sort of 
reallocation of funds would result in 
increased profits; but when the returns 
are equated at the margin, further 
shifts would only decrease profits. 
Needless to say, this hair-line adjust- 
ment can never be made with com- 
plete accuracy because of space limita 
tions, inadequate data, shifting de- 
mand, and so forth. But the capital 
budgeting approach calls for the firm 
always to attempt to move toward this 
profit-maximizing position. 

If the marginal contribution-return 
on investment is the same in each de- 
partment, the average contribution- 
return can, of course, differ greatly 
from one department to another. In 
Table I, for example, the contribution- 
return on investment in the candy, 
tobacco and magazines department is 


127 per cent compared with 7] per 
cent in the fountain pens department. 

At first glance one might conclude 
that investment funds should be 
shifted out of fountain pens and into 
candy, tobacco and magazines. Such 
a move would increase the marginal 
contribution-return on fountain pens 
and reduce it in the candy department. 
But here the familiar distinction be- 
tween the average and the marginal 
or incremental figure is critical. It is 
conceivable that the next most profit- 
able use of inventory investment funds 
in the fountain pens department 
would be the addition of an item 
which would bring a_ contribution- 
return on investment of 60 per cent 
whereas the next most profitable item 
which might be added to the candy 
department would be some obscure 
candy bar which would yield only 30 
per cent. 

If this were the case, the contribu- 
tion-return on investment would be 
greater at the margin in the fountain 
pen department than in the candy de- 
partment even though the average 
contribution is larger in the latter de- 
partment. Under these circumstances, 
inventory investment funds could be 
profitably shifted out of the candy de- 
partment and into the fountain pens 
department, thus actually increasing 
the disparity between the two average 
contributions. 


“OK in Theory, But...” 


To summarize to this point, it has 
been argued that, assuming (1) that 
funds available for investment in in- 
ventory are given, (2) that the demand 
functions for the items in each depart- 
ment are independent of each other 
and of the demand functions for items 
in other departments, and (3) that in 
each department investment in inven- 


im 
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tory is at or beyond the point of dimin- 
ishing marginal returns, then profits 
are maximized in the retail firm if the 
contribution-return on investment is 
equated at the margin among items 
and among departments. 

But there is the ancient complaint, 
“Thats OK in theory, but in prac- 
tice...” In the paragraphs which fol- 
low certain aspects of the application 
of the suggested procedure will be 
taken up. 

Loss Leaders 

First, is it realistic to assume that 
the investment in inventory is fixed? 
Since this is assumed only for the short 
run, it is probably not unrealistic. If 
it does appear in the short run that the 
contribution-return on inventory in- 
vestment is greater than the cost of 
capital, an expansion of the investment 
in inventory is called for. But once the 
funds are in hand or budgeted in total, 
the allocation among department and 
items can be carried out as though 
that total were fixed. This is surely not 
a serious departure from reality. 

The second assumption is probably 
justified also. It is undoubtedly true 
that as the investment in a given de- 
partment increases from zero, up to 
some point the contribution-return 
may increase. This is saying only that 
a retailer is motivated to establish a 
department of some minimum size or 
else not establish it at all. We assume 
here that the retailer senses with rea- 
sonable accuracy what this critical in- 
vestment level is for each department 
and that he operates any given depart- 
ment only if his investment in that de- 
partment is going to be beyond this 
minimum size. 

The third assumption of course can- 
not be dismissed so easily. The exist- 
ence of the interdependence of de- 


mand among departments, which 
gives rise to sales in Department A to 
the customer who came into the store 
primarily to buy something in Depart- 
ment B, is widely recognized. How 
can the capital budgeting approach 
be adjusted to take this feature of re- 
tailing into account? 

One approach, often found in prac- 
tice, is to insist that each department 
“stand on its own two feet,” since it is 
so difficult to determine to what extent 
demand for the item in Department 
B really influences the sales in Depart- 
ment A. This presumes, in effect, that 
all departments benefit to the same de- 
gree from the joint demand conditions. 
More precisely, it presumes that sac- 
rificing a given contribution per dollar 
of investment in Department B has the 
same effect on sales in all other depart- 
ments as does a sacrifice of the same 
contribution per dollar of investment 
in any other department. 

A second approach, which might be 
of some use in this context, views the 
leader department as a type of adver- 
tising. The total dollar contribution 
sacrificed because a given department 
exists rather than the best alternative 
use of that space is the cost of gener- 
ating greater sales in other depart- 
ments than would otherwise be the 
case. If the amount of contribution 
sacrificed can be estimated, then this 
means of advertising can be evaluated 
as would other types of advertising. 


Tests for Demand 


To learn which of these approaches 
is justified, a number of tests of cross- 
elasticity of demand might be at- 
tempted. First, the historical scales 
might possibly indicate whether the 
department sales, e.g., the annual 
“white sale,” have any effect on the 
sales of other departments. A crude 
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estimate of the dollar of contribution 
generated in other departments per 
dollar of contribution lost in the “sale” 
department would give some notion as 
to the promotional effect of the mar- 
gins lost. Or charge accounts could be 
checked during the period of such 
sales to ascertain what else was bought 
on the day of the sale by people whose 
accounts show purchases in the sale 
department. 

As a first approximation, it could be 
assumed that an account showing, say, 
$20 of purchases in other departments 
on the day a $4 purchase was made in 
the sale department, indicates $20 of 
sales which would not have been 
made had it not been for the sale. The 
illustrative customer in this case might 
have brought some if not all of the $20 
worth of purchases even if there had 
been no sale. And some sales in other 
departments may have been directly 
traceable to customers who came into 
the store to look at the sale items even 
though they did not buy them. 
Whether the bias of the first sort is 
greater than or less than the bias of 
the second sort is difficult to say. 

If the sale is one such that a high 
proportion of people who came to look 
at the sale item buy something on sale, 
a n the bias of the first sort is like ly 

be greater than the bias of the 
ane type. It is apparent that these 
interrelationships are of the most com- 
plex sort. But they are interrelation- 
ships which must be considered by 
the retailer regardless of his use of the 
contribution-return on investment as 
an index of performance. They are not 
complexities which arise because of 
the use of the contribution index. 
Rather the use of the contribution 
return on investment merely exposes 
to brighter light a problem which has 
actually been there all the time. 


Suppose that application of the 
direct costing technique to individual 
lines of merchandise in the illustrative 
book store were to reveal, as it well 
might, that the marginal contribution- 
return on investment in books is far 
below the marginal contribution- 
return on investment in the candy and 
other departments. What should be 
done about it? In this particular case, 
undoubtedly the management would 
reason that since it is a student-owned 
book store it should carry sufficient 
books to meet some stipulated and 
presumably high proportion of student 
book needs even though this may not 
be definitely consistent with short-run 
profit maximization for the store. 


What About Customer Service? 


then, rather 
than the marginal contribution-return 
on investment criterion, should set the 
size of the book department invest- 
ment. The remaining departments, 
however, could be balanced by means 
of the contribution-return on inven- 
tory investment criterion. This policy 
would be based on the assumption 
that these other departments support 
each other and that no single depart- 
ment is a greater traffic builder than 
is any other. 


This service criterion, 


If it is felt strongly that the existence 
of the candy, tobacco and magazines 
department causes greater sales in the 
other departments, then investment in 
this department might be pushed be- 
yond the point at which its marginal 
contribution rate would be equated 
with that of the other departments. 

This leaves one main question un- 
answered: Should not the dollars of 
contribution per square foot play some 
role in the decision to increase or to 
decrease investment in a department? 
The answer is in the negative if the re- 
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tailer has a justifiable and rigid rule 
setting the inventory density per 
square foot in each department. But 
presumably this is generally not the 
case, and this introduces a complica- 
tion into the capital budgeting solu- 
tion to the merchandise management 
problem. 


Space Budgeting 


The emphasis on the dollars of con- 
tribution per square foot of floor space 
no doubt arises because some retailers 
recognize that it is floor space, and 
not capital, which is the really limiting 
factor in their operations. The prob- 
lem of merchandise management is, 
then, a two-fold one; space budgeting 
as well as capital budgeting is in- 
volved. If a retailer does not wish to 
consider changing the space allocated 
to various departments in the given 
planning period, then the space bud- 
geting problems are set aside and the 
capital budgeting approach can be 
employed. 

But suppose the retailer is willing 
to consider changes in the amount of 
space alloted to various departments. 
Ignoring for the moment the restric- 
tions on changes in sizes of depart- 
ments, how might the problem be 
viewed? Assume that Department A is 
estimated to be earning $100 contribu- 
tion on the marginal square foot while 
Department B is earning only $50. If it 
were practical to shift one square foot 
out of Department B (thus reducing 
B's total contribution by $50) and into 
Department A (thus increasing A’s 
total contribution by $100), the whole 
operation would be generating an ad- 
ditional $50 contribution just because 
of this shift in space. But presumably 
this contribution from the marginal 
square foot of space falls off in any 


department as it is increased in size, 


while the contribution of the marginal 
square foot increases in any depart- 
ment is reduced in size. The shifting of 
floor space, ideally, between Depart- 
ments A and B in the above example, 
would continue until Department A is 
so large relative to B that the dollars 
of contribution from the marginal 
square foot in the two departments are 
roughly equal. 

Let us assume for the sake of argu- 
ment that these are equated at $70 per 
square foot in each of the two depart- 
ments in question. Assume further that 
Department A shows an average in- 
ventory investment per square foot of 
$140 while Department B’s average in- 
ventory investment is only $70. A’s 
marginal contribution percentage re- 
turn on investment is only 50% com- 
pared with B’s 100%. This would sug- 
gest that if the nature of the merchan- 
dise and store policy permit the den- 
sity of merchandise, i.e., the inventory 
investment per square foot, should be 
increased in Department B and de- 
creased in Department A. If this is 
done, the dollars of contribution of 
the marginal square foot would be re- 
duced in Department A and increased 
in Department B, thus warranting a 
shift of some space from A to B. 

It appears that under apparently 
reasonable assumptions about the 
shape of the contribution function, 
both space and capital can be allo- 
cated among departments in such a 
manner as to yield a single optimum 
solution, at which point the marginal 
contribution percentage returns are 
equated for all departments and the 
dollars of contribution of the marginal 
space are also equated for all depart- 
ments.” 

In actual cases, of course, one finds 
that retailers are faced with certain re- 
strictions on the allocation of space 
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among departments. Furthermore, they 
may have certain well-founded poli- 
cies which restrict the possibilities for 
varying the inventory investment per 
square foot in a given department. 
One would scarcely expect to find the 
application of the logic of this paper 
to an actual case to result in equality 
of the estimated marginal returns. 

However the reasoning suggested 
here, if applied to a firm’s present op- 
erations, might well reveal certain de- 
partments which are clearly far short 
of or far beyond optimum size. The 
objective of the « capital budgeting ap- 
proach to merchandise management is 
not to identify for any given retailer an 
exact, pin-point optimum solution to 
the problem of balance among depart- 
ments, but rather to provide a guide 
for avoiding really bad decisions and 
for moving tow ard the optimum. 


Conclusions 


The usual measures of performance 
of individual lines of merchandise and 
of departments, such as percentage 
gross margin, sales per square foot and 
rate of stock turn, are all inherently 
inadequate when used alone. The con- 
tribution return on inventory invest- 
ment, however, is a much more inclu- 
sive and therefore useful measure. As- 
suming 1) fixed inventory investment, 


2) independence of demand among 


departments and among lines within 
departments, and 3) that investment in 
any one department or line of mer- 
chandise is pushed at least to the 
point of diminishing marginal returns, 
then profits are maximized if the con- 
tribution return, expressed as a_per- 
centage of investment, is equated at 
the margin. The first and third as- 
sumptions are not unrealistic, at least 
for the short run. The second one 
causes difficulties which cannot easily 
difficulties, 
however, do not arise because of the 
use of the contribution return on in- 


be surmounted. These 


vestment as a criterion of perform- 
ance, but rather have been a_ head- 
ache for retail managers all through 
the years. 

It appears that the problem of cap- 
ital budgeting can be solved simul- 
taneously with the problem of space 


budgeting, although precise solutions 


involving equality at the margin will 


presumably never result because of re- 
strictions arising from the nature of the 
store layout and of the firm’s merchan- 
dising policies. Nevertheless the capi- 
tal budgeting point of view would ap- 
pear to be a worthwhile point of de- 
parture for consideration of the nag- 
ging problem of balance among de- 
partments, 


MATHEMATICAL APPENDIX 
Saul H. Hymans 


In the body of this article Professor Holton has referred to “the nagging problem 
of balance among departments” in a retailing operation which consists of more 
than one sales department. To aid in solving the problem, Holton considers an 
index called the ‘“Contribution-return on Inventory Investment.” This index in 
its simplest form measures the department’s (or merchandise line’s) contribution 
to overhead and profit as a percent of the average inventory investment in that 
department (or line). This index can be made to include more relevant information 
than the usual measures and can be made to focus attention on the marginal or 
incremental returns. This provides a more reasonable criterion for maximizing the 
profits of the entire retail operation subject to practical limitations such as inter- 
dependencies of demand, the existence of so-called ‘“traffice-building” departments, 
and so On. 

This appendix considers the problem of budgeting both capital and space among 
departments, and investigates whether a short-run optimizing solution exists 
under rather general assumptions. Optimization will be equivalent to maximizing 
the total contribution to overhead and profit of the operation as a whole. This 
criterion is analogous to Holton’s for the capital budgeting problem. 


The General Case 


We assume a retail store with n departments, such that the profit (or contribution 
to overhead and profit) of the entire store is a continuous, differentiable function 
of the amounts of floor space allocated to each department, and of the size of the 
inventory investment in each department.'! XY; will stand for the floor space 
allocated to the 7-th department. The space constraint arises from the fact that the 
size of the building is fixed in the short run. XY will denote the total available floor 
space. 7; stands for the inventory investment in the 7-th department, and the 
capital constraint is 7 which is the value of the maximum inventory which can be 
held during the given period. The problem may thus be restated as follows, where 
fis the contribution funetion:” 
To maximize f(X,, Ne, > + +, Xn, Li, Io, - - +, Ln) subject to: 


2 oy X,, space constraint 


and 
21; «Ff, capital constraint. 


We then form the funetion 
T A(X, Xo, Oo ee is wai I, Io, TF a Fu) aaa (DX: — NX) as he( >, J; io I) 


Where \; and d» are Lagrange Multipliers. 
To maximize the funetion 7 we set the partial derivatives with respect to Y,, 
Ti, \y and » equal to zero: 
Or F ; 
(1) -_* fx, — = 0 ¢mi,2,--+-,e 
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) 2. ae ee ee ae 
(2) al. tr, No (0) 1 l, 2, a 
7) 
(3) —=|/—)>) X¥,+X=0 
On 
Or 
(4 — = 0 
) as > 1, +1 = ( | 


(3) and (4) satisfy the space and budget constraints. Then, 


(1.1) fx, =™ +=1,2,---,n 


(2.1) fr, = Me i=1.2.---.n 


This condition states that the optimum occurs when all departments are at the 
point of equal marginal contribution (to overhead and profits) per unit of floor 
space, and simultaneously all departments are at the point of equal marginal con- 
tribution per unit of inventory investment. Any relationship which exists between 
returns to size and returns to investment can be determined only if the profit (or 
contribution) function is given a more specific form. 

The first-order conditions" can be further modified thus 


(1.2) fr, = fx += 2,3,---,n 


~ 


(2.2) 


t 
~ 
| 
| 
—, 
ag 
~ 
| 


This gives us a system of (n — 1) + (n — 1) = 2n — 2 equations in 2n unknowns. 
The constraints (3) and (4) above, however, permit the solution of 2n — 2 un- 
knowns in terms of, say, fy, and f;, and then the latter are automatically deter- 
mined. 

A More Specific Case 


Neglecting the problem of interdependence of demand between departments, ' 
and limiting the problem to a 2-department store, let us assume rather specific 
contribution functions for each of the two departments A and B. 

One might assume quite reasonably that there is an initial range of sizes in terms 
of space and inventory investment which is below departmental optimum in the 
sense that 074/0X4 > O and dr,/d1, > 0. This is to say that the contribution of 
the given department initially increases as size and investment in that department 
increase. Beyond the departmental optimum d74/0X4 < 0 and dr4/dl4 < 0. 
Further 0°r4/0X4? and 0°z4/d/4? must be non-positive at least beyond the de- 
partmental optimum. These conditions are met by a function of the following 
form.” 


Ta =~ at bX 4 + cls — eXaly : 


This function indicates that contribution increases with VN, and /,, but decreases 
as the product X 4/4 increases, hence: 


Ons 
OX 4 


II 


— — for bb > els 
‘ —_e < 19 for b<el, [ 


Or, 
- A af 
0X 4? 
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Om, oe ae C 0 for c>eXa 
be - eq for c< eX, 


and 


The constant term in the function would be negative to indicate an overhead loss 
if the department were not operating; all other parameters are assumed positive. 

Assuming rg = a’ + b/Xz + c’ITp — e’X xl and space and budget constraints 
given by X4 + Xz = X, and J, + Ig = T respectively, one forms the total con- 
tribution function just as in the General Case. 


cr =(at a’) + bX 4 +- cls = eXals + b'Xz + cle = e’Xalp 
—rv(X4 + Xp - X) — do(I4 + Ip - T) ; 


Differentiating: 


) 

= = b—el4 —r = 0 
(1.3) cas 

Or , ? iP 

Xe = b —s Ip Nt = 0 

On . 

4] =c — eX, —he = 0 
(2.3) sis 

Or 

= oe ‘ —_ 9 = ( 
él, ( \ Xp de ) 


from (1.3) and (2.3): 
(1.4) b — ely = b’ — e'lp 


(2.4) C= eX4 =c¢’ — e'Xp ‘ since Ip = I — I, and Xp = b — Xa 
(by definition) 


Pv cks Re ‘ Tl 
(1.5) Is <= rs 
( ( 
ai «| ee 
; ; 


Further, it is necessary that b’ < b + e’T andc’ S c + e’X in order that J4 and 


X4 be non-negative. Jp and Xz are given by subtraction with similar non-nega- 
tivity conditions, or by symmetry: 


ites ee 
i b+ el ai ee e+ex 


e! + ( e! + e 
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If desired, optimal inventory investment per square foot is readily available for, 
say, department A as I4/X4 = (b — b’ + e’I)/(c — ce’ + e’X) and so on. 

Let us now investigate the relationship which exists between a store optimum 
and a departmental optimum. Consider first the inventory investment in depart- 
ment A. The optimizing value of J, is given by (1.5): 


b — b’ + e'] 


ihe e’ + .¢ | 


with b’ < b + e’l or equivalently b = b’ — e’I. Recall that the optimum for de- 

partment A alone is in part determined by the relationship between e/4 and 6; i.e., 
m h > 

b=el, or - = J, 


é 
Making use of (1.5) and the non-negativity condition: 


i. =e ? tee b’ +e’! 
¢ ; ¢ e =e% 


II 
~ 
I| 


or more simply, consider: 
hb et sb ee 
( e + ¢ 


With e and e’ positive, the denominator on the right is greater than that on the 
left. Now taking the numerators: 


bh’ — eT) ‘ b 2 
but, 


b>b’—e'l 


Case 1. If department A requires a large enough inventory investment at the 
store optimum, then not only b, but even 6/2 will be larger than (b’ — e’/) . 
In this event, b — b’+ eI >b 


on the parameters 5’ and e’. 


— e'T and therefore J, 2 (b’ — e'T) ‘e depending 


, 


and one cannot determine in general whether department A is operating above or 
below its own space optimum. 
Case 2. If department A requires only a small inventory investment at the store 


optimum, then }/2 will be less than (b’ — e’/). In that case, 


b’ — e’l 
[4 < : 


—= — = =a 


or 


re 
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This indicates that department A is operating below its space optimum. If de- 
partment A proceeded to move toward its own optimum, however, the total con- 
tribution of departments A and B would decline. Thus A must remain below its 
own space optimum in order to maximize the contribution of the entire retail 
operation. 

Completely analogous considerations can be applied to the investment optimum 
and, of course, to department B. 

The contribution functions which we have assumed in this specific case lead to 
the following general conclusion: There is no guarantee that maximization of the 
contribution to overhead and profit of the entire retail operation will require 
maximization for each department within the store. 
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12. This statement of the problem bears a striking resemblance to a linear 
programming problem. Indeed, the linear programming approach may ultimately 
be the most useful for practical applications. This would easily permit inequality 
constraints which are certainly more reasonable than the equalities stated above. 

13. The second-order conditions can be explored by the use of the second 
directional derivative of the function. This would require that a quadratic form 
depending on the parameters of the function be negative in all directions away 
from the critical point determined by the first order conditions. It does not seem 
necessary to pursue this point in this general discussion because the nature of the 
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14. The contribution function used in the general case made no assumption of 
independent demand functions. In fact the marginal contribution with respect to, 
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solution. 

16. Professor Holton demonstrates this in the body of the article on a less ab- 
stract level, and makes use of it in his analysis of departmental balance in terms of 
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As society grows more complex, 

the big corporation thrives and amasses 

political as well as economic powers 

which rival those of the state. 

Who exercises these vast powers? 

To date, it has been the managerial élite. 
Tomorrow, as union pension funds 

and bank-administered trusts buy controlling 
MF blocks of stock in the big, blue chip 


firms, our corporate giants may have new masters. 


THE POLITICS 


OF A CHANGING 
CORPORATE 
SOCIETY 


DOW VOTAW 





Dow Votaw, an authority on antitrust A hundred years ago, the term “po- 


law and legal history, is Associate 
Dean and Professor of Business Ad- 
ministration at the University of Cali- 
fornia, Berkeley. He is the author of 
the book Legal Aspects of Business 
Administration and currently engaged 
in a study of the legal and political 
nature of the modern corporation, 
some aspects of which he covers here. 


Pourrics is a broad, and perhaps even 
classical, term for the customs, usages 
and traditions, for the policies, rela 
tionships and arrangements through 
which men and societies live and are 
governed and by which men work at 
shaping their destinies. Partisan poli- 
tics are a part of this broader term, but 
not the part with which this paper is 
primarily concerned. 


litical economy” could have been used 
to describe the aspects of “politics” 
which constitute the focus of this arti- 
cle, but that term, unfortunately, has 
had to be abandoned. Once the econ- 
omists, the political scientists and the 
sociologists went their separate ways, 
“political economy” was left with noth- 
ing it could call its own. 

This fragmentation has had some 
unhappy consequences, especially in 
making it difficult to get an over-all 
view of our society or of any of its 
major parts. Some fraternization takes 
place, of course—in recent years, an 
increasing amount, but fraternizing is 
not yet the natural thing to do. 

Our knowledge and understanding 
of the corporate segment of the society 
have been profoundly influenced by 
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the lack of any interdisciplinary stud- 
ies of the corporation. We know the 
corporation reasonably well as an eco- 
nomic institution, and the sociologists 
are beginning to take an interest in it 
as a social institution. The political 
scientists, oddly enough, have largely 
ignored it. 

The result is a rather lopsided and 
misleading picture of corporate soci- 
ety. The large corporation is certainly 
one of the dominant features, if not the 
dominant feature, of our society and, 
as such, cannot be properly appraised 
or understood in economic terms alone. 
Only if we have a thorough familiarity 
with the corporation as a political in- 
stitution, as well as an economic and 
social one, can we hope even to recog- 
nize the effects that it has had and will 
have on the rest of society. 

The purposes of this paper are to 
consider the characteristics which the 
large corporation has in common with 
other political institutions and to offer 
some suggestions as to the kinds of is- 
sues which are raised when the corpo- 
ration is examined in a political frame 
of reference. Before this can be done 
profitably, however, it will be neces- 
sary to review briefly the historical de- 
velopment of our corporate society. 


Evolution of the Corporate Society 


In the year 1553, a group of London 
merchants financed an_ exploratory 
voyage by Sebastian Cabot, the son of 
John Cabot, for the purpose of open- 
ing up trade relations with the Rus- 
sians through the port of Archangel. 
When one of the three original vessels 
returned safely to England with a re 
port that the Russians were receptive, 
the London merchants obtained from 
Bloody Mary a royal charter as a cor- 
poration “as one bodie and perpetuall 
fellowship and commaltie” known as 


the “Russia Company” or, more exten- 
sively, as the “Merchant Adventurers 
of England for the Discovery of Lands, 
Territories, Isles, Dominions and Seign- 
ories, unknown and not before that 
late adventure or enterprise by sea or 
navigation commonly frequented.” 

This was the first English company 
intended to operate on a joint stock. 
The charter did not even mention it, 
but the agreement for the expedition 
in 1553 had mentioned it, and “joint 
stock” is the way the company actually 
operated. 


Adam Smith Did Not Approve 


The next two and one-half centuries 
witnessed the greatly increased use of 
the joint stock and the gradual evolu- 
tion of the legal forms facilitating its 
employment. Permanent capital, lim- 
ited liability and legal personality be- 
came characteristics of the corpora- 
tion, but the corporate device played 
a minimal role in society. Most corpo- 
rations, both in America or abroad,. 
were public or quasi-public in nature 
and often, especially in England, were 
actually arms of the state concerned 
with foreign exploration or exploita- 
tion. 

Adam Smith did not approve of cor- 
porations and did not believe that they 
had any future. “The pretence that 
corporations are necessary for the bet- 
ter government of the trade, is without 
foundation,” he wrote in The Wealth 
of Nations. Even the enactment of the 
first general incorporation law in Mas- 
sachusetts in 1809, organization there- 
tofore having been by royal charter or 
by special act of the legislature, did 
not for a long time spread the use of 
the corporate device much beyond the 
quasi-public areas. 

The corporation was ready for its 
new role, but society and the economy 
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had not yet provided the necessary cli- 
mate. While the corporation bided its 
time, society had an opportunity to get 
used to it in small doses. Our ances- 
tors became accustomed to corporate 
personality and immortality and to a 
small, mostly illusory, separation of the 
ownership of property from its control. 

There was plenty of time to adjust 
to new ideas, and most of these ideas 
did not seem very important anyway. 
The building of the railroads, the ‘rapid 
expansion of the economy and _ the 
country after the Civil War, the ap- 
pearance of national markets and mass 
production, and the need for vast 
amounts of capital changed all of that. 

Adam Smith was correct; the corpo- 
ration was not necessary in 1776. But 
a century later, in America at least, the 
corporation was necessary. Within a 
very short period of time, the need, 
the desire and the technique all came 
together, and the large business corpo- 
ration became one of the major land- 
marks on the American scene. 


Immortal and Untrammeled 

The implications of corporate char- 
acteristics did not go unnoticed during 
the early years of the 19th century. Im- 
mortality and personality were easily 
acceptable when possessed by a city 
or by a university but were something 
quite different when possessed by a 
private profit business corporation. 
Adam Smith was not the only one who 
saw threats to the liberty and oppor- 
tunity of the individual businessman 
or who feared the growth of monopoly. 

The draftsmen of the early incorpo- 
ration laws were afraid of the perpet- 
ual and unlimited accumulation of 
property by the corporation. Perhaps 
some of these draftsmen remembered 
their English history and recognized 
the parallel with Edward I and the 


statute of Mortmain. Others were con- 
cerned about creating non-human per- 
sons who, without soul or conscience 
or morals, could roam the world as 
they wish, beholden to none and im- 
mortal to boot. 

Most of the early statutes tried to 
limit the life of a corporation to 25 or 
30 years, to limit the accumulations of 
capital and property, especially land, 
and to limit the powers and activities 
of these organizations. All of these pa- 
thetic limitations have been swept 
away. Corporate life is perpetual; 
there are no effective statutory limits 
on accumulations; and the limits on 
power and activity are remembered 
now only by legal scholars interested 
in the quaint old doctrine of ultra 
vires. Chartermongering and the needs 
of the economy brought an end to 
these methods of allaying the fears 
and suspicions of a century ago. 

Interestingly enough, most of the 
fearful predictions of the 1800’s have 
come to pass, but how different they 
look today! The highest standard of 
living in history, the broadest distribu- 
tion of wealth in the memory of man- 
kind, spectacular achievements in sci- 
ence and in commerce so common- 
place we hardly pay any attention to 
them, and all of these things made pos- 
sible, to some degree, by a society 
dominated by large corporations. 

Tremendous benefits have softened 
the consequences that our ancestors 
predicted for us. Some dangers that 
our ancestors never dreamed of have 
also appeared on the scene, and the 
benefits are not entirely unmitigated, 
but we have learned new ways of deal- 
ing with some of the problems and we 
have learned that what may have ap- 
peared to be an evil result in 1860 may 
turn out to be a blessing a hundred 
vears later. 








108 / CALIFORNIA MANAGEMENT REVIEW 


For better or for worse, we cannot 
go backward and we cannot very ma- 
terially change the course on w hich we 
are now embarked. We can seek to 
discover the implications of what is 
going on; we can foresee the dangers 
that are being created and take steps 
to avoid them. We can and should re- 
examine the premises on which we 
base our political decisions and re- 
appraise the goals toward which we 
are striving. 


Corporate Mythology 


Until very recently, we were not do- 
ing any of these things. We have been 
enacting statutes and making decisions 
with regard to the corporate segment 
of our society in terms of the fears, the 
premises and the goals of a hundred 
years ago. The legislators, the profes- 
sors and the corporate spokesmen have 
all been guilty of this intellectual er- 
ror. We have created a kind of corpo- 
rate mythology under which we try to 
explain events we do not understand 
in terms of things that no longer exist. 

Most attacks on the corporation are 
still based on the 19th century fears. 
The language used by most critics of 
the large corporation is straight out of 
the 19th century: 
man,” “big,” 


“inhu- 
“stifles small business,” 
owners and 


“heartless,” 
“separates managers,” 


“massive,” “monopoly,” “without con- 


science or soul” and many other ex- 
amples. 

Oddly enough, most defenses against 
these attacks on the corporate system 
are in the same vernacular and often 
attempt to take on a rather folksy air. 
It is difficult in this atmosphere to 
think clearly about the real problems 
of our corporate society. The 19th cen- 
tury fears must be forgotte n, and the 
comple tely individualistic approach to 
society that condemns every organiza- 


tion beyond the family must be aban- 
doned. 

We must accept the large corpora- 
tion as an important, proper and prob- 
ably permanent factor in our environ- 
ment. It is time to re-examine the 
premises and deal with the situation as 
it is rather than as it was a hundred 
years ago. 


Corporation as Political Institution 


If we want to examine wide ranges 
of the broader politics of a corporate 
society, and if we want to look objec- 
tively at the position of the corpora- 
tion in our society and eventually give 
consideration to some of the implica- 
tions of what we find, our first step is 
to recognize the large corporation and 
the corporate system as political insti- 
tutions and appraise them as such. 

What we must be concerned with 
is the political nature of the large cor- 
poration, individually and collectively. 
The visitor from a small planet would 
probably not attach much importance 
to the small corporation in our society, 
but he would certainly be impresse d 
by the part played in every phase of 
American life by the large corporation. 
The dominant feature in our society, 
in other words, is not the corporate 
form itself but the adaptations of that 
form in the very large scale enterprise. 

In rough outline, the incorporated 
corner grocery and General Motors 
look very much alike, but in the actual 
use of the corporate form they are far- 
ther apart than are the corner grocery 
of 1960 and its predecessor of a hun- 
dre d ye ars ago. The use of the corpo- 
rate form by the large corporation is 
no more like the use by the corner 
grocery than the use of ‘crude oil by 
Standard of California is like its use 
by an Indian medicine man. There are 
vast discrepancies between the legal 
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structure of large business corpora- 
tions and their real structure. 

If we go back to our original expla- 
nation of the word “politics” in its 
broad sense, it becomes very easy to 
see the corporation as a political insti- 
tution. The corporation is certainly one 
of the most important relationships or 
arrangements through which we and 
our society live and through which we 
seek to shape our destinies. 

Every day in a thousand ways, cor- 
porate activity, both individual and 
aggregate, affects our lives. Price de- 
cisions, collective bargaining agree- 
ments, market and product decisions, 
personnel policies, plant locations and 
relocations, consolida- 
tions will touch almost every segment 


mergers and 


of our society. A price increase or de- 
crease by General Motors or United 
States Steel often has more influence 
on our economy than does a state or 
federal budget or a change in the re- 
discount rate by the Federal Reserve. 


Big and Influential 


The influence goes far beyond the 
strictly economic sector also and may 
show up in foreign policy, space and 
rocket research, the internal stability 
of an African republic, or even Amer- 
ican social attitudes and customs. 

Every organization, whether it be a 
church, a social club or a corporation, 
has an internal political order, and in 
that sense is a political institution, but 
the organization becomes of interest to 
us in our present discussion only if it 
has wide and profound influence on 
society as a whole and thus is a politi- 
cal institution externally as well as in- 
ternally. 

A large corporation satisfies this cri- 
terion; an industry consisting of a few 
large corporations satisfies it even 


more clearly: and an economic system 


characterized and dominated by large 
corporations satisfies it most clearly of 
all. This is not suggesting collusion in 
any legal sense, but merely pointing 
out that all large corporations have 
many inherent characteristics in com- 
mon and that in the aggregate these 
characteristics have aggregative ef- 
fects, some of them so important that 
in these respects the corporate system 
is a more important political institu- 
tion than the government itself. 


Fathered New Middle Class 


Individual income and college en- 
rollment statistics are all the evidence 
we need of the vast explosion that is 
now going on in the American middle 
class. From a small fraction of the pop- 
ulation in 1850, the middle classes 
have grown to a point where they now 
represent well over one-half the popu- 
lation. The sheer size of the middle 
class is not as important as the fact 
that it is still growing very rapidly, es- 
pecially the intermediate ranges rep- 
resented by the junior executives, pro- 
fessionals and those in managerial 
capacities below the policy level. Per- 
haps a third of our population already 
falls into this “middle-middle” cate- 
gory. 

It is the large national corporation, 
more than anything else, that has 
brought about this middle class explo- 
sion. The corporation has brought mil- 
lions of new white collar employees 
into its ranks and bestowed upon them 
middle class status. The managerial 
and technical specialist groups have 
expanded tremendously and now make 
up a far larger portion of the working 
force than they did even 25 years ago. 

Other factors have contributed to 
these changes, but the corporation, as 
the characteristic institution of our age, 
has shaped and guided the changes 
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and controls their final form. Some ef- 
fects of the middle class explosion are 
only too obvious. Even without the 
work of Riesman, Lynes, White, Par- 
Spectorsky, Mills, Wilson and 
many others, we would have recog- 
nized many of these effects. We still 
do not know what they will bring in 
the long run. 

Some of the characteristics of the 
new middle class are worth noting 
here because they are fast becoming 
the characteristics of our changing 
corporate society. The new middle 
class is not only large, it is national 
and transient. The man who once 
called Springfield “home” is now more 
likely to live in one indistinguishable 
suburb after another on his climb up 
the corporate ladder. 

The sense of belonging to a local or 
regional community rarely has time to 
develop. There is good evidence that 
corporate citizenship is replacing local 
citizenship among large segments of 
this middle class, with deep ramifica- 
tions for a democracy built on the as- 
sumption of local loyalties. 


sons, 


Corporate Citizenship 


The need for the feeling of belong 
ing is strong in all of us, and it is easy 
to see why, with corporate encourage- 
ment, the transient middle class adopts 
corporate citizenship. David Riesman 
sees the effects of this already in the 
loss of political commitment in local, 
state and federal elections, a commit- 
ment which was traditional in the 
older middle class. 

The new middle class is property- 
less. With this condition may go the 
destruction of what has been an in- 
tegral part of political theory over the 
last several hundred years. Property 
provides the little area of freedom 
where one can say what he believes 


without being afraid of losing his live- 
lihood. The argument for private prop- 
erty is based in large part on this idea. 
This is why Jefferson wanted every 
man to be a property owner. 


Rootless and Propertyless Workers 


The vigor and the power of the mid- 
dle class of the past was due to the 
fact it was a property owning class. 
For the individual, corporate citizen- 
ship and status may provide a kind of 
substitute for property, but for a po- 
litical system created by property own- 
ers for property owners on the assump- 
tion of widespread property owning, 
the change may bring unexpected and 
perhaps unpleasant consequences. 

Not all of these characteristics of the 
new middle class contain danger sig- 
nals, but all of them do indicate a need 
for re-examination of our assumptions 
and basic premises. Our present situa 
tion may be much like having unex- 
pectedly fallen heir to a million dol- 
lars. We are not going to return the 
money just because we have a few 
qualms about the responsibility in- 
volved, but if we do not learn to rec- 
ognize and accept the responsibility, 
we will not enjoy the benefits of the 
inheritance and may lose it altogether. 

One of the greatest benefits that the 
modern corporate system has pro- 
vided, and is now providing more than 
ever, is that of filling the vacuum left 
between the much more slowly evolv- 
ing art known as “statecraft” and the 
amazing expansion and improvement 
of technology. 


Filling Political Vacuum 


In an age when no point on earth is 
more than a few hours, or even a few 
minutes, from any other point, when 
the whole world is so closely and irre- 
vocably linked together that even the 
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remotest corners are affected by the 
acts of Congress, of Standard Oil, or 
of Lever House, when almost no trade 
or industry can be confined within ex- 
isting national boundaries, our past 
failures and present lack of progress in 
statecraft are creating new and inde- 
pendent nations along ethnic, cultural, 
territorial and even tribal lines which 
have not made sense for a thousand 
years and which will make nothing but 
trouble for a thousand more. 

Into this incredible vacuum between 
political frontiers on one hand and the 
advances of science and commerce on 
the other has moved the corporation. 
Our ancestors were worried about cor- 
porations roaming the world at will; 
we are lucky they do. 


Corporate Diplomacy 


It has been said recently, and I think 
accurately, that for the last century, 
the novel, the brilliant, the daring in- 
novations in the field of politics have 
come largely from business enterprise. 
Chief among these innovations has 
been the adaptation of the corporate 
technique to penetrate political bar- 
riers. The personality of the corpora- 
tion makes it possible for it to be a citi- 
zen of one country while its stockhold- 
ers and managers are citizens of other 
countries, and, thus, the corporation 
can provide the vital link which ties 
the country of its citizenship to the 
broader world of commerce and tech- 
nology. 

It becomes an instrument of state 
without the barriers faced by the po- 
litical state or its citizens. Just as many 
of the great English trading companies 
of three centuries ago were instru- 
ments of state to penetrate frontiers, 
to acquire new lands and to govern 
them, the modern corporation is such 
an instrument though without all the 


overtones of nationalism and conquest. 

The old trading companies were 
English with a capital “E,” but the 
modern corporation is international in 
character, and some will argue fer- 
vently that it is international also in 
fact, an instrument more of a corpo- 
rate than of a national state. Through- 
out the world, the corporation is sup- 
plying technology, providing markets, 
opening up frontiers and tying the 
world together in a fashion which the 
political states can only observe in 
awe. 

Occasionally, the policies and ac- 
tivities of the corporate instrument of 
state conflict with the policies of the 
political state which has jurisdiction 
over the corporation, or Over one or 
more of its arms, or over One or more 
of its human beings. 

There is no question but what many 
large corporations make some foreign 
policy for the United States. (This is 
a much broader reference than to the 
local manufacturer who lobbies a tar- 
iff into being.) There is no evidence, 
however, that these corporate foreign 
policies are any worse than what the 
government makes, and there is some 
evidence that most are better. Usually, 
the conflicts are serious only in time of 
war or threatened war, when the 
choice is obvious. A further danger 
lies, perhaps, in the possibility that the 
conflict is not visible. 

I think enough has now been said 
toward establishing the corporation as 
a political institution. Our next step is 
to ‘examine the ramifications of this 
conclusion. If the corporation can 
properly be examined as a political in- 
stitution, then the important issues 
become those which are important in 
other political institutions: power, le- 
gitimacy, accountability, influence, and 
sanctions, to name a few. 








112 / CALIFORNIA MANAGEMENT REVIEW 


There is no need to look at all of 
these, but to consider the corporation 
in the framework of a few of them may 
be useful. If power is to be possessed 
and exercised over a period of time, it 
must be legitimate power, and those 
who exercise it must be in some way 
accountable to those whose lives it af- 
fects. Most of our discussion will be 
devoted to a consideration of this sim- 
ple framework. 


Concentrated Power 


[ am not going to try to document 
the concentration of power in the large 
corporation. The issues with regard to 
economic power have been well estab- 
lished, and other types of power have 
received brief comment above. There 
are heavy concentrations of power in 
other portions of our society, too, as 
the government and the labor unions, 
for example. But the government is cir 
cumscribed by constitutions and_ is 
more or less responsible to public de- 
mand. 

Labor union power, while great, is 
largely a reflection of the corporate 
power on the other side of the bar- 
gaining table and is a relative new- 
comer to the power elite. Both are also 
interesting topics, but neither charac- 
terizes our modern society the way the 
great corporation does. 

Accepting then the existence of sub- 
stantial concentrations of power in the 
corporate system, our first task is to try 
to establish precisely the location of 
that power and of those who wield it. 
The corporate system in this country 
has gone through several phases of de- 
velopment in this connection, and the 
location of the power has shifted sev- 
eral times. It may now be in the proc- 
ess of another important shift. As one 
might expect, the stockholders held 
the power in the early years when most 


corporations were small and when the 
managers and the stockholders were 
often the same people. Even if they 
were not the same people, where one 
person, or a small group of persons, or 
members of the same family owned a 
controlling interest in a corporation, 
they could look upon the property of 
the corporation as being very little dif- 
ferent from their own property and 
could select and control the managers 
as they pleased. 

The managers simply represented 
the expressed will of the stockholders. 
The original corporate device in this 
country was based on this idea. There 
are very few large corporations today, 
Ford and to a limited extent du Pont, 
where this stockholder control idea 
provides an accurate picture. Unfor- 
tunately, a lot of our thinking about 
corporations is still based upon this 
misleading premise. 


Managers Exercise Power 

As the size of corporations increased 
and as their shares were more and 
more widely held, it became impos- 
sible, as a practical matter, for large 
numbers of uninformed stockholders 
to exercise any real control or influ- 
ence over the managers or even, in 
most cases, to choose them. It was in- 
evitable, under these circumstances 
that the power should shift to the man- 
agers themselves and that the share- 
holders should become, as a whole, 
passive. 

At annual meeting time, however, 
the corporation, its managers and 
shareholders, all participate in a quaint 
tribal ritual during which shareholders 
are referred to as “owners,” the com- 
and the di- 
rectors as “your directors,” but the 
shareholder must look elsewhere for 
reassurance during the rest of the year. 


pany as “your company,” 
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The managers like this ceremony too, 
because they still want to feel that 
their positions and their power are 
made legitimate on the ground that 
they represent the will of the stock- 
holders. 

Can it not be argued, however, that 
the managers do represent the stock- 
holders’ will most of the time, simply 
because the stockholders agree with 
what the managers are doing and that 
if the stockholders do not agree, they 
can throw the rascals out? Several re- 
cent, notorious and successful proxy 
fights would seem to suggest an affirm- 
ative answer, although in some cases it 
was difficult to tell which group con- 
tained the rascals. 

Actually, however, these proxy fights 
only support the original statement 
that power in the large corporations 
It cost the 
Robert Young group, which started 
with 20% of the stock, $1,500,000 to 
throw out a New York Central man- 
agement owning only 2% of the stock 
of a corporation with relatively few 
(41,000) shareholders. 


rests with the managers. 


Proxy Fights Insignificant 


The proxy fights one reads about in 
the papers involve struggles for the 
control of small, or at most, medium- 
sized corporations. Is there likely to be 

1 proxy fight for control of General 
Motors, American Telephone or Stand- 
ard of New Jersey? Practically impos- 
sible! 

There is considerable additional evi- 
dence, from the inside and from the 
outside, that in many large corpora- 
tions it is not even the directors in 
whom the corporate power rests but 
the officers, who select their own 
boards of directors, often on the basis 
of reward for faithful service. 

Legitimacy would be a greater prob- 


lem for the management in this sort of 
situation. Adolf Berle has called the 
present phase of corporate power 
an “automatic self-perpetuating oli- 
garchy.” But there is no point in get- 
ting too excited about the present 
phase, because the indications are 
strong that it is on its way out too. 


Shift in Power Axis Due 


Just as Henry Ford’s Model T trans- 
portation eventually revamped Amer- 
ica’s cultural patterns and redistrib- 
uted the population, a movement orig- 
inally unrelated to corporate power 
may now be signalling the end of the 
manager's phase. I do not suppose 
that anyone who participated in the 
early growth of the pension plans dur- 
ing and after the First World War 
could have guessed that what he was 
starting would in less than forty years 
cover more than a quarter of the en- 
tire American working population, 
amass assets of more than $35 billion, 
and threaten to make basic changes in 
the whole economic system 

There is nothing new in personal 
savings or in a government pension, 
but the pension funds are new in that 
they are neither personal savings nor 
state-controlled funds but are vast ag- 
gregations of wealth upon which many 
have claims of greater or lesser en- 
forceability and which nobody owns. 
Originally, these funds were looked 
upon as gifts by employers to their 
workers in recognition of long and 
faithful service, and most of them 
could not be enforced in any way. 

More recently, as the unions have 
included pension plans in their war- 
induced search for fringe benefits, the 
arrangements have become more for- 
mal, but not as formal, especially 
terms of management and enforceabil- 
ity of the plans, as one might suppose. 
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There appears also to be the strong 
possibility that in the future these 
funds will be looked upon legally more 
as compensation than as gifts. 

Although many of the early pension 
plans had no “fund” at all, almost all 
of the modern plans call for the actual 
accumulation of funds for the payment 
of future pensions. A few of the funds 
are managed by the employers them- 
selves, but most are turned over to 
banks and other professional trustees 
under a trust indenture giving the 
trustee full investment powers. 

It is obvious that a pension fund 
will grow very rapidly during its first 
years and then tend to level off as the 
number of claimants reaching retire- 
ment age increases and finally stabil 
izes. Very few of the pension funds in 
this country are old enough to have 
reached the leveling-off stage. Most 
estimates do not see any aggregative 
leveling until well into the 1970's. 


Pension Trusts May Eventually 
Inherit Corporate Power 

The significance of these funds in 
terms of corporate power is simply 
that they are heavy buyers and holders 
of common stock. Thirty per cent of 
the value of all new issues of common 
stock in 1958 was purchased by pen- 
sion trusts. At present, about 30% of the 
pension funds’ investment is in com- 
mon stocks, but this figure is increas- 
ing. In 1958, 43% of the purchases were 
in equities. 

More significant perhaps is the fact 
that the funds tend to concentrate on 
certain high quality common stocks, 
as would be expected of responsible 
trustees. In the period 1953-55, almost 
one-third of all poner fund stock 
purchases was in only 25 stocks, and 
90% in a list of 200 stocks. 

All of which means that the holdings 


are concentrated in relatively few cor- 
porations. The pension trusts now hold 
a total of something like $12 billion in 
common stock and each year buy as 
much common stock as all individual 
buyers combined, and have 10-20 
years of growth yet to go. There have 
been predictions that in 25 years the 
pension trusts may hold 30% or even 
larger percentages of all the good 
equities. 

There are other factors which must 
be taken into account also. The pen- 
sion trustees are almost all banks or 
insurance companies who also have 
vast quantities of additional capital to 
invest. The place of the institutional 
investor in the securities markets was 
cause for considerable wonder even 
before the pension funds became im- 
portant. It is estimated that in 1955, 
31% of the shares on the New York 
Stock Exchange were held by institu- 
tions, with another 30% held by indi- 
viduals who do not hold long enough 
to be a factor in corporate control. 


“My Management, Right 
Or Wrong” 


The last, and in some ways most in- 
teresting, factor is that the institutional 
holders and pension trustees are them- 
selves heavily concentrated, the heavi- 
est concentration being among a hand- 
ful of New York banks. All of this 
raises some interesting questions: Can 
the trustees or other institutional in- 
vestors fail refuse to exercise the 
power they may eventually possess? 
Can they continue, for example, a 
rather common policy at present of 
voting with management in all cases 
except where ‘there are serious dis- 
agreements, in which case the policy 
is to sell the stock rather than to vote 
against the management? 

What is happening is that the trend 
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toward dispersion of share ownership, 
the trend that brought about the man- 
agers’ phase of corporate power, ap- 
pears to be reversing itself, and it is 
possible that we will see in the next 
decade or so a shift of corporate power 
from the managers to the pension 
trustees and institutional investors, one 
degree further removed from owner- 
ship in any real sense of the word and 
much more heavily concentrated. 


Legitimacy of Power 


The second issue of importance to 
an appraisal of political institutions 
and their power is that of legitimacy, 
a highly developed field among stu- 
dents of government and of public 
institutions but only beginning its de- 
velopment in other political institu- 
tions. Legitimacy involves the capacity 
of a political institution or system to 
create and maintain the belief that 
existing political institutions are the 
most appropriate for the society ata 
particular time. 

Many factors are important here: 
the way the institution came into ex- 
istence, how the institution has sur- 
vived a crisis, how it has handled the 
key issues that have arisen in the 
society, how the values of the institu- 
tion conform to the basic values of 
the society, and others. Social values 
change with time, and the legitimacy 
of a political institution may depend 
on how the institution adapts itself 
to changing values of socie ty. 


Self-Perpetuating 


The corporate institution in the 
United States has done a good job on 
most counts of keeping its legitimacy. 
It had a close call during the 1930's 
when it appeared to be failing the 
crisis test and when it appeared not 

be adapting to changes in social 


values. It rode out that storm and per- 
formed remarkably well during the 
crisis of World War II. A weakness 
now, on this score, may result from 
the location of power that we have just 
been discussing, and a crisis might be 
required before that can really be put 
to the test. 

The symbol and ritual of share- 
holder control is important here, as 
similar symbols are important in main- 
taining the legitimacy of governmental 
institutions. It is interesting to note 
that 10 of the 12 stable European 
and English-speaking democracies are 
monarchies, thus preserving a thread 
of legitimacy for political institutions 
that in some instances approach the 
far limits of the welfare state. Yet, the 
loyalty of conservative and aristocratic 
elements is held by the thread to the 
past while the institutions are sub- 
stantially changed. The French Revo- 
lution cut this thread so thoroughly 
that none of the French Republics has 
had the loyalty of the conservative, 
aristocratic or clerical elements, and 
the result has been the worst sort of 
instability. 


Accountable to Whom? 


The third issue is that of account- 
ability. The wielder of political power 
over the society or its members must 
be accountable in some way to those 
affected by the power. For much of 
the power that corporations wield, 
there is accountability in the market 
place, but for some of the newer forms 
of political power, especially that 
wielded over the individual, account- 
ability, if present at all, is only in its 
most rudimentary form. 

If the industrial system had orig- 
inated in a_ political process, there 
probably would have been a constitu- 
tion for it, and legitimacy and account- 
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ability would have had tangible foun- 
dations. Because the corporate system 
was not the product of political 
processes, it has no ready-made con- 
stitution. Instead, the “constitution” 
must evolve slowly as the system it- 
self evolves. We are in a transitional 
stage right now and cannot expect to 
see a full blown constitution emerge 
over-night. There are signs that the 
constitution is taking shape. There 
may be times when the natural 
processes are found to be too slow or 
heading in the wrong direction, and 
it may become necessary to use the 
political power of the state to protect 
the individual. This has already oc- 
curred in a few areas. 


The Issues 


We now turn our attention to a brief 
examination of some of the issues 
which the discussion of the changing 
corporate society has revealed. 

Where the power of government is 
limited by the constitution and by 
responsibility to the electorate, the 
limitations on corporate power are 
more informal in nature, for example: 
having to obtain funds in the capital 
market, competition, public opinion, 
and the overriding political power of 
the state. 

Public opinion is not a very satis- 
factory limitation because it is very 
slow to act and because, when it does 
act, it usually tends to be extreme. 
The political power of the state can 
and will be used in emergencies, but, 
otherwise, when used by itself, is not 
a very effective instrument for dealing 
with many of the day-to-day problems 
arising out of heavy concentrations of 
corporate power. 

The capital market appears not to 
be the regulator it once was. From 
1946 to 1953, 64% of corporate expendi- 


tures for capital improvements came 
from internal sources; in 1958, this 
figure was 82%. 

Competition is still relied on as the 
chief limitation on corporate power, 
with important assists from the anti- 
trust laws. However, in the oligo- 
polistic industries dominated by a few 
giants, competition does not operate 
in the way one might expect and often 
becomes more like war or collusion 
than like a competitive struggle. 


Trust Busting Failed 

The antitrust laws have not proved 
to be effective tools in this connection. 
“Countervailing power,” or the self- 
regulating effects of competitive power 
centers, has been suggested as a sub- 
stitute for the classical forms of com- 
petition, but this view does not contain 
sufficient assurance to society or to 
individuals to be more than a transi- 
tional limitation. In other words, as 
the nature and extent of the concen- 
tration of corporate power have 
changed, many of the traditional 
restraints have weakened or disap- 
peared. Are there any restraints in 
sight with which to fill the gap? 

There are a number of possibilities. 
Let us look at an example or two. The 
automobile industry is characterized 
by a very few giants at the manufac- 
turing level and by a very large num 
ber of small organizations at the 
dealer level. The cancellation or failure 
to renew a dealer franchise can wipe 
out a large personal investment and a 
lifetime of hard work, and the dealer 
is at the mercy of the giant organiza- 
tion from which he purchases his stock 
in trade. 

A dealer whose franchise is revoked 
or cancelled or not renewed had no 
review, no appeal, no court action, no 


nothing. A few vears ago, General 
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Motors set up its own review board to 
hear complaints from dealers who felt 
they had been unjustly treated. Gen- 
eral Motors did not have to set up the 
board, and there is no guarantee that a 
dealer will get a fair hearing if he does 
appeal to the board, but it is some- 
thing, perhaps a rudimentary begin- 
ning for what may become an internal 
constitutional law. 

Rhode Island, a few years ago, set 
up a public administrative body to 
review automobile dealers’ appeals, 
and in 1958, Congress passed the Auto- 
mobile Dealers’ Franchise Act permit- 
ting a dealer to sue in federal court if 
he feels he has been aggrieved by the 
failure of a manufacturer to act in 
good faith in terminating, cancelling or 
not renewing a franchise. 


Corporate Constitutional Law? 
Here we have evidence of the de- 
velopment in and around the corporate 
system of formal and informal pro- 
cedure usually characteristic of gov- 
ernmental institutions. It has been ar- 
gued that this trend will continue 
and that certain constitutional limita- 
tions on power, especially due process, 
may eventually be applied directly to 
the great corporations on three 
grounds: that they are instruments of 
the state, that they are acting under 
the requirements of the government, 
and that they have the economic and 
political power to invade materially a 
constitutional right. 
The Supreme Court, in Marsh v. 
Alabama, held a private corporation to 
constitutional limitations on its public 
function when the right of free speech 
was invaded in a company owned 
town. How much farther is it to the 
application of the minimum standards 
of due process where constitutional 
rights are invaded or threatened? 


What is or is not a “public function” 
is only a matter of degree and interpre- 
tation. 

Or is this the right approach? Do 
constitutional limitations bring rigid- 
ity, and might not this line of reason- 
ing be inconsistent with what has been 
said about the daring and the innova- 
tive in politics having come from busi- 
ness enterprise? 

The idea of due process is so deeply 
rooted in our social conscience as to 
make it unlikely that due process will 
be innovated out of existence. The in- 
novation may well be the development 
of a corporate due process. 


Signs of Schizophrenia 

One thing is clear, however; cor- 
porate schizophrenia is rather pre- 
valent in the land, especially among 
the larger corporations whose mana- 
gers want to be identified with the 
private sector of the society yet feel a 
strong responsibility for education, 
government, slum clearance, civic wel- 
fare, foreign policy and other areas 
heretofore almost exclusively in the 
public domain. 

Furthermore, it is rather difficult to 
classify as entirely private an organi- 
zation whose annual budget is greater 
than that of most states, whose deci- 
sions affect every part of the society, 
whose employees are numbered in the 
hundreds of thousands and whose 
activities abroad may make up an im- 
portant portion of American relations 
with other countries. 

In which direction does the answer 
lie? The corporate system now repre- 
sents one of the greatest concentra- 
tions of power, both economic and 
political, since the beginning of or- 
ganized society. This power and its 


exercise have brought many benefits 
to mankind and will probably bring 
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many more, but power also brings 
problems of control, of responsibility, 
and of human rights. 

Our constitutional system implies 
that the conscience of the state cannot 
be relied on when it comes to the 
exercise of power affecting the rights 
of individuals. Can we rely any more 
safely on the corporate conscience in 
the matter of power affecting indi- 
viduals and other parts of society? 

I believe that the answer lies in im- 
proving the art of statecraft to the 
point where it reflects our progress in 
technology and commerce and where 
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it can cope with the unique and 
rapidly changing issues of modern 
society. 

In the meantime, however, we must 
rely on the traditional limitations, es- 
pecially those of the market place, and 
most important, must keep ourselves 
aware of the changes taking place and 
of the ramifications of those changes, 
This is not an easy task. History is not 
history when it is being made, and it 
takes a great deal of ingenuity and 
objectivity to be able to appraise one’s 
own time and decide how best to 


assure a good life for those to come. 
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